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BEFORE THE ARIZONA CORPORATIO, . - u A . - r r r l V U A V I .  

COMMISSIONERS 
GARY PIERCE, Chairman 
BOB STUMP 
SANDRA D. KENNEDY 
PAUL NEWMAN 
BRENDA BURNS 

- -  5 r, I!: 

IN THE MATTER OF THE COMMISSION’S 
GENERIC EVALUATION OF THE 

1 Docket No. W-OOOOOC-06-0149 

REGULATORY IMPACT FROM THE USE OF 

ARRANGEMENTS BY WATER UTILITIES AND 
THEIR AFFILIATES 

NON-TRADITIONAL FINANCING 

The Global Utilities,’ file the attached workshop presentations that were presented at the 

workshop on February 25,201 1, by Paul Walker, Graham Symmonds and Matthew Rowell, 

together with the source documents referenced in the presentations, as shown in the list of 

documents below: 

1. “Acquisition Adjustments and Rate Premia”, presented by Paul Walker; 

2. “Consolidation and Regionalization”, presented by Graham Symmonds; 

3. “The 1999 Water Task Force: Acquisition Adjustments and ROR Premiums”, presented by 
Matthew Rowell; 

4. Arizona Corporation Commission, “Interim Report of the Arizona Corporation 
Commission’s Water Task Force”, dated October 28, 1999. 

5.  Arizona Corporation Commission, Decision No. 62993 dated November 3,2000; 

6. Commission Approved Returns on Equity (ROE) For Other Arizona Utilities (2004-20 10); 

7. Public Utility Reports, Inc., ROE Surveys for 2006,2007,2008,2009 and 2010; and 

8. S&P, “Assessment of Regulatory Climate Investor Owned Utilities”, dated November 25, 
2008. 

Hassayampa Utility Company, Inc., CP Water Company, Global Water- Picacho Cove Utilities 1 

Company, Global Water - Picacho Cove Water Company, Global Water - Palo Verde Utilities 
Company, Global Water - Santa Cruz Water Company, Valencia Water Company - Town 
Division, Valencia Water Company - Greater Buckeye Division, Water Utility of Greater 
Tonopah, Inc., Willow Valley Water Co., Inc., Water Utility of Northern Scottsdale, Inc. and 
Balterra Sewer Corp. 



RESPECTFULLY SUBMITTED this 6' day of April, 20 1 1. 

Roshka DeWulf & Patten, PLC 

Timothy J. Sabo 
One Arizona Center 
400 East Van Buren Street, Suite 800 
Phoenix, Arizona 85004 

Original + 13 copies of the foregoing 
filed this sq day of April 20 1 1 , with: 

Docket Control 
ARIZONA CORPORATION COMMISSION 
1200 West Washington 
Phoenix, Arizona 85007 

Copies of the foregoing hand-delivered 
this fl day of April 20 1 1 , to: 

Lyn Farmer, Esq. 
Chief Administrative Law Judge 
Hearing Division 
Arizona Corporation Commission 
1200 West Washington 
Phoenix, AZ 85007 

Janice Alward, Esq. 
Chief Counsel, Legal Division 
Arizona Corporation Commission 
1200 West Washington 
Phoenix, AZ 85007 

Charles Haines, Esq. 
Arizona Corporation Commission 
1200 West Washington 
Phoenix, AZ 85007 

Steve Olea 
Director, Utilities Division 
Arizona Corporation Commission 
1200 West Washington 
Phoenix, AZ 85007 
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COPY of the foregoing 
mailed this 56 of April 201 1 to: 

Garry Hays, Esq. 
Law Offices of Garry D. Hays PC 
1702 E. Highland Ave., Suite 204 
Phoenix, AZ 85016 

Michael T. Hallam, Esq. 
Thomas Campbell, Esq. 
Lewis and Roca, LLP 
40 N. Central Avenue 
Phoenix, AZ 85004 

Michele Van Quathem, Esq. 
Ryley Carlock & Applewhite 
One N. Central Avenue, Suite 1200 
Phoenix, AZ 85004 

Bryan O’Reilly 
SNR Management, LLC 
50 South Jones Blvd. Suite 1 
Las Vegas, NV 89 107 

Thomas M. Broderick 
Director, Rates & Regulation, American Water 
2355 W. Pinnacle Peak Rd., Suite 300 
Phoenix, AZ 85027 

Daniel W. Pozefsky, Esq. 
RUCO 
11 10 W. Washington, Ste 220 
Phoenix, AZ 85007 

Court S. Rich, Esq. 
Rose Law Group pc 
6613 N. Scottsdale Road, Ste 200 
Scottsdale, AZ 85250 

Jeffrey W. Crockett, Esq. 
Brownstein Hyatt Farber Schreck, LLP 
40 North Central Avenue 
14th Floor 
Phoenix, AZ 85004 
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I. INTRODUCTION 

The Commission’s Water Task Force was established by Commission vote on 
April 24, 1998 and held its first meeting on September 22, 1998. The Task Force’s 
members include consumers, water company representatives, and representatives fiom 
the Arizona Department of Water Resources (ADWR), Arizona Department of 
Environmental Quality (ADEQ), and the Central Arizona Conservation District 
(CAWCD). The Task Force’s meetings are open to the public and several individuals 
who are not official “members” of the Task Force have taken on active roles. The goal of 
the Task Force is to develop policies to address a wide variety of problems that private 
water companies and their customers face. The Task Force has divided into three 
subcommittees: the Regulatory Reform Subcommittee, the Water Supply Subcommittee, 
and the Conservation Subcommittee. 

This report represents the accomplishments of the Task Force to date. The Task 
Force was able to agree on what the problcms facing the water industry in Arizona are. 
The Task Force members proposed many possible solutions for these problems. 
Consensus was reached on some of these proposed solutions. However, the Task Force 
was divided on the appropriateness of many of the proposed solutions. The report that 
follows summarizes each of the proposed solutions. The positions of the Task Force 
members will be presented in a pros and cons format. The members whose views are 
presented in this report fall into four categories: the industry (consisting of 
representatives from Brooke Utilities, Inc., Arizona Water Company, Big Park Water 
Company, and Citizens), the Residential Utility Consumer Office (RUCO), the ADWR, 
and Commission Staff. 

11. REGULATORY REFORM SUBCOMMITTEE 

The Regulatory Reform Subcommittee reached the consensus that the following 
five goals would be their focus: 

1.Reduce the number of small, non-viable water systems through new rules and 
procedures. 

2. Strengthen the financial capacity of the water utility industry. 

3 .  Provide greater emphasis on simplifying, shortening, and reducing the cost of 
the ratemaking process. 

4. Improve Consumer Education. 

5. Increase Interagency Coordination. 

1. Reduce the number of small, non-viable water systems through 
new rules and procedures. 

3 
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Many of Arizona’s water companies are quite small; the majority of them have 
less than $250,000 in annual revenues. Although some small water companies are well 
run and provide quality service to their customers, many of these small companies are 
quite problematic. Most of the “problem” companies that the Commission must deal with 
are quite small. Because of their small base of customers, even quality managers of small 
companies may find it difficult to raise sufficient revenues to make needed capital 
investments. The Subcommittee decided that it was not necessary or desirable to establish 
criteria for identifying a non-viable company. 

Also, because of economies of scale, larger companies are likely to be more 
efficient. A larger company can consolidate the administrative aspects of many smaller 
“systems” thereby significantly reducing the overall cost of service. 

For these reasons the Task Force agrees that reducing the number of small non- 
viable water systems is a desirable goal. Two areas of Commission policy were discussed 
for addressing this goal: CC&N applications and consolidation. 

CERTIFICATES OF CONVENIENCE & NECESSITY (CC&N) 

The Task Force members reached consensus that the Commission must eliminate 
the establishment of additional non-viable water companies. Therefore, the requirements 
for establishing new water companies should be made more stringent. 

Commission Staff recommended the following Commission policy changes 
concerning the establishment of new water companies: 

I .  The application for a new CC&N must show that an existing water 
company cannot or will not serve the area being applied for, This showing 
must be made by submitting service rejection letters from all the “A” size 
water companies in the state (there are 3) and at least five of the “B” size 
companies (there are 20). The application must also be accompanied by 
service rejection letters from all the existing water companies within five 
miles of the area being requested. In addition, the rejection letters must be 
accompanied by the corresponding request for service that was made to 
each of the existing water companies by the applicant. 

2. The rates could be set such that the company should break even no later 
than its third year of operation and should achieve its required rate of 
return no later than its fifth year of operation. The calculations would be 
based on the company’s estimates of customer growth. 

3. Because Staff believes that it is not in the public interest, no new CC&N 
would be issued to any company that was in any way affiliated with any 
other company or person that was not in compliance with Commission and 
ADEQ requirements. 



4. The rates and tariff establishment portion of the CC&N approval process 
could be simplified by changing Staffs entire approach to rate review for 
new CC&Ns. Staff recommends that instead of trying to determine if 
rates are too high for new CC&Ns, it should be examining if rates are too 
low. Staff recommends establishing a set of standard non-monthly 
charges. These standards could be set by looking at the average of the 
rates that are charged by other Commission regulated companies or 
possibly even include municipalities. These charges could include such 
things as late fees, establishment fees, NSF check fees, etc. 

For the monthly minimum and commodity charges, Staff should 
establish some standard that would be a minimum. For example, the 
standard for the monthly minimum for a 5/8-inch x 3/4-inch meter could 
be $25.00 with no gallonage. Therefore, all new CC&N applications for 
water companies would be reviewed to determine if the rate was at least 
that much. 

As for the commodity charge, the standard could be an inverted 
tier rate with three tiers. The first tier could be $1 S O  per thousand for the 
first 3,000 gallons. The second tier could be $4.00 per thousand for the 
next 7,000 gallons, The third tier would be 2-times the second tier per 
thousand for all usage over 10,000 gallons. Although, the numbers used 
here are just examples, all new companies should have a three tier inverted 
rate. (See Section 111 on conservation for more on three tiered rates.) 

With the type of standards as discussed above, the rate review portion of new 
CC&N applications could be done by the Commission’s Consumer Services section by 
simply comparing the requested rates against the standard. If the requested monthly rates 
were below the standard, Staff would recommend that the Commission approve the 
standard rates. If the rates requested were above the standard, Staff would recommend 
that the Commission approve the company requested rates. This would provide much 
more time for the Accounting & Rates Staff to work on actual rate and financing cases. 

Staff believes that the only segment of the population that may be against having 
Staff determine if rates are too low for new CC&Ns, are developers. Many of the 
troubled water companies that the Commission regulates today are a result of developer 
owned water systems that had their initial rates approved as low as possible, at the 
request of the owner. The reason for doing this was that it was a selling point for the 
developers. Although the Commission should be concerned for all segments of the 
Arizona population, including devclopers, the concern for developers should be second to 
that for the water company customers and the water companies themselves, especially 
with regard to the establishment and granting of new CC&Ns. 

The Commission’s Legal Staff has indicated that there are no significant legal 
barriers to placing the proposed limits and conditions on CC&N issuance. The 
Commission has wide latitude and sole jurisdiction in this area. 



The industry members of the Task Force indicated that they support most of 
Staffs recommendations concerning CC&Ns. RUCO had significant objections to Staffs 
proposals, they will be summarized in the pros and cons section below. 

PROS AND CONS 

PROS 
1 .  The Task Force agrees that Staffs proposals offer an effective method for limiting 

the number of small water companies. 

CONS: 
I .  
over earn. 

(Staff and RUCO) The initial rates may be set too high allowing the company to 

Staff believes that this concern is mitigated by the following factors: First, the chance 
of any company over-earning in the first few years of existence is very small. Second, in 
all these new CC&N approvals, the Staff would recommend that the Commission require 
the company to file a full rate case within a specified timeframe. If in that first rate case 
Staff determines that the company is over-earning, Staff could recommend lower rates. 
Staff believes that it is much easier for the Commission to lower rates than it is to raise 
them. Third, there are no customers when these rates are set. Any person that becomes a 
customer does so with the full knowledge of what the rates are. That person becomes a 
customer by choice, instead of having high rates levied against him after becoming a 
customer. 

RUCO believes that this proposal ignores the potential negative consequences of 
excessive initial rates. For example, customers may be driven away. Potential customers 
that would have preferred buying homes and beginning businesses in the service territory 
may select alternate locations. Taken to an extreme, a CC&N could be used to postpone 
growth in the service temtory by charging excessive rates. A CC&N holder with the 
objective of limiting growth could prevent a developer from building in the service 
territory by charging grossly excessive rates that no reasonable customer would pay. 
Also, the cost of service varies significantly by location. No single standard rates will 
prevent all new water companies from charging inadequate rates. New companies can 
benefit by the input from Commission Staff, RUCO, and other intervenors in setting 
rates. Prospective customers will also benefit from the input of multiple parties in 
developing a probable on-going level for rates in a new water system. 

RUCO also believes that establishing standard, minimum monthly customer charges 
and commodity rates does not ensure a proper balance of revenue From each. A company 
could choose the minimum monthly customer charges and select commodity rates far in 
excess of the minimum resulting in an unstable revenue base. Without an analysis of a 
company's projected underlying costs, the appropriate balance for a given company is 
unknown. Also, if a company were to choose an inappropriate balance for its initial rates, 
an unnecessarily large change in the rate structure may be warranted in a future rate case, 
Avoidance of large changes in rate structure is one of the fundamental goals of rate 
design, In addition, the proposed minimum rates fail to address other issues including 
conservation objectives, the high cost of CAP water, and special customer demands, such 
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as those of a prospective industrial user. The scrutiny provided by Staff, RUCO, 
developers, and hearing officers is valuable in forming appropriate initial rates and 
should not be discarded. Furthermore, providing water companies with full initial rate 
setting discretion is certain to be ill received by the public and public criticism could 
bring embarrassment to the Commission and RUCO even if real problems did not exist 
with the proposal. 

I 

7 

I 
I 

I 
I 

2. (RUCO) The proposal creates a hierarchy of preferential treatment for various existing 
companies. An existing company will not necessarily make a more-fit public service 
provider than a new company. A small or newly formed water company is not 
necessarily non-viable or unfit to provide public utility service. Also, it is dubious that 
any pre-determined distance can be established that will represent the distance from 
which another water company can effectively service any new service territory 

I 

I 

i 
I 

i 

3. (RUCO) Large, existing water companies may not be interested in expansion. 
Company’s that are not interested in new service territories may be reluctant to assert that 
disinterest in a rejection letter. Also, new applicants could seek rejection letters only 
from those “Class B” companies that always reject proposals for new service territories. 
This would circumvent the intent of requiring a new CC&N applicant to obtain rejection 
letters from at least five “Class B” water companies as one of the criteria for obtaining a 
CC&N. 

4. (RUCO) This plan also suggests using only the water company’s projected customer 
growth estimates in setting rates to achieve break-even operating results no later than the 
third year of operation and for earning the authorized rate of return in the fifth year of 
operation. RUCO believes that other parties (e.g., RUCO, Staff, Hearing Officers, 
Commissioners, developers, prospective customers, and others) may have valuable input 
into the growth projections. 

5 .  (RUCO) The complete compliance with ADEQ requirement is a desirable goal. 
However, it may be preferable to establish a lesser standard that allows some latitude. 
For example, a water company in complete compliance could acquire a company in non- 
compliance resulting in a circumstance that the acquiring company is no longer in 
compliance and, accordingly, not eligible for the new CC&N. In this instance, the 
proposed condition provides an undesirable result. Also, a large company with many 
systems is statistically more likely to have a violation that a smaller company. The 
proposed condition, therefore, discriminates against large companies and is counter- 
productive in the effort to reduce the number of small, non-viable companies. 

The industry and Staff recognize the validity of many of RUCO’s concerns. 
However they believe that Staffs proposal is fundamentally sound and that RUCO’s 
concerns can be addressed when a more detailed proposal is produced. 

INCENTIVES FOR CONSOLIDATION 



.. 
All of the Task Force members agree that the Commission should implement new 

policies that provide incentives for large financially sound water companies to purchase 
and rehabilitate water systems that are small or non-viable. The members could not come 
to agreement about what the incentives should be. 

Also, the industry believes that incentives for consolidation should apply to all 
water companies since they believe that consumers benefit from the economies of scale 
realized by the combination of merged entities regardless of the individual sizes of 
acquiring companies. RUCO is opposed to any policies that are not limited to small 
systems since if an “A”, “B” or “C” size company wants to merge with another such 
company, i t  should be strictly a business decision with no need for incentives. 
Commission Staff is in the middle on this issue. Staff believes that initially incentives for 
consolidation should be limited to small (D and E class) companies but could be 
expanded later if the incentives are deemed successful. 

The most common (and contentious) incentive discussed has been the use of an 
acquisition adjustment. Staff and the industry recommend the development of a 
policy/rule delineating exactly what type of acquisition adjustment the Commission will 
allow. 

Staff believes that conditions for approval of an acquisition adjustment should 

1. The acquisition is in the public interest. 
2. The acquisition will not negatively affect the viability of the acquirer. 
3 .  The acquired system’s customers will receive improved service in a 

reasonable timefiame. 
4. The purchase price is fair and reasonable (even though that price may be 

more than the original cost less depreciation book value) and conducted through an arms’ 
length negotiation 

5. The recovery period for the acquisition adjustment should be for a specific 
minimum time (e.g., twenty years). 

include, but not be limited to, situations where: 

The industry representatives on the Task Force advocated the adoption of the 
California Public Utilities Commission’s (CPUC) policy on acquisition adjustments. The 
California Legislature enacted SB 1268 January 1 ,  1998, which calls for the rate base of 
an acquired water utility to be based on fair market value. If fair market value is at or 
below replacement cost new minus depreciation the CPUC will definitely use fair market 
value to determine the rate base of the acquired water company. If  the fair market value 
of an acquired utility is greater than replacement cost new minus depreciation the CPUC 
will base rate base on fair market value only if the following conditions are met: 1) The 
acquisition will improve the reliability of the water system. 2) The acquisition will 
improve the acquired company’s ability to conform to health and safety regulations. 3) 
The acquisition will result in significant economies of scale. 4) The acquisitions effect on 
existing customers is fair and reasonable. If these conditions are not met, or if the CPUC 
determines that the acquisition is not in the public interest, the CPUC can deny the 
acquisition altogether. To date the CPUC has received only two applications for 
treatment under SB 1268, one for the merger of two A class utilities and one for the 
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purchase of a B class. The CPUC has not issued a decision on either application as of 
September 27, 1999. 

All members of the Task Force agreed that negative acquisition adjustments 
should never be imposed. An acquirer of a water company should not be penalized for the 
acquisition through application of a negative rate base acquisition adjustment. Instances 
where negative adjustments to rates due to negative acquisition adjustments are not 
common. However, there may be many opportunities for acquisition of small water 
systems that could be discouraged if the acquiring company believed that negative 
acquisition adjustments would affect current rates or return. 

RUCO was opposed to any form of an acquisition adjustment. However, RUCO 
acknowledged that problems do exist with small non-viable water systems in the state 
and that acquisition by larger well-run utilities is potentially beneficial. RUCO advocated 
three policies to encourage the acquisition of small non-viable water companies by larger 
utilities: a surcharge for capital investment and a rate of return premium, and a deferral 
accounting order. 

RUCO (and Staff) Option 1 - Allowance of an incremental premium on the 
Company's authorized rate of return. In light of the additional risks a purchasing utility 
takes on when acquiring a non-viable system, an additional rate of return would be 
authorized by the Commission. This option would create a monetary incentive for the 
acquisition of non-viable systems, yet unlike an acquisition adjustment, the authority to 
determine the appropriate level of the incentive would remain with the Commission. If a 
rate of return premium were approved, it could be limited to a specific length of time 
(perhaps five years or until the next rate case, whichever is shorter). 

RUCO Option 2 - A surcharge mechanism that would allow the acquiring 
company to obtain up front ratepayer funding of the capital investment necessary to make 
the acquired system viable. Since there is a lag between a company's outlay of cash for 
capital investments and the recognition of the investment in rates, this creates 
disincentives for acquisition of non-viable companies. This disincentive can be removed 
by creating a regulatory mechanism that would allow the estimated cost of the necessary 
improvements to be included in a rate surcharge and funded up front by ratepayers. Once 
the improvements were completed, the cost estimated would be trued up to actual. 

RUCO Option 3 - A deferral accounting order that would allow the acquiring 
utility to defer for future rate recovery extraordinary repair and maintenance costs 
necessary to improve the quality of service of the non-viable acquisition. The amount 
ultimately recoverable would be determined in the context of a rate case. 

Commission Staff believes that a rate of return premium should be considered 
with the same conditions as acquisition adjustments above. Staff does not recommend 
approving both a rate of return premium and recovery of an acquisition adjustment for the 
same company for the same purpose. Staff recommends that one or the other be chosen 
in each case that is applicable. 



PROS AND CONS: ACQUISITION ADJUSTMENTS 

PROS: Acquisition adjustments are an effective incentive for consolidation. 

CONS: RUCO provides the following reasons for opposing acquisition adjustments: 
An acquisition adjustment would allow buyers and sellers of utility 

property to dictate the magnitude of the incentive through the buying and selling price. 
The higher the selling price, the greater the windfall profits to both buyer and seller, with 
captive ratepayers footing the bill. 

Staff has developed a proposed set of criteria a utility would have to meet 
to qualify for an acquisition premium. While this criteria may ultimately be effective in 
preventing some of the dangers of allowing acquisition premiums, from a practical stand 
point it would entail additional regulatory oversight, analysis, and create further demands 
on utilities as well as regulatory agencies. This is in conflict with the task force’s stated 
goal of shorting and streamlining the regulatory process. This is an important point to 
keep in mind in examining any of the regulatory reforms proposed by the various parties 
to the task force. It is important that the vehicles and mechanisms we consider in our 
goal of regulatory reform don’t further complicate and encumber an already burdensome 
process. 

1) 

2) 

The industry counters RUCO’s first claim: The water industry is facing 
unprecedented capital demands to deal with growth, water supply and water quality. The 
shortage is capital to invest not projects to invest in. What rational buyer would pay even 
$1 .OO more than necessary to purchase a water company? The buyer would have no 
difficulty investing the amount of RUCO’s inflated purchase price in actual water 
facilities that would provide hard assets and solve actual problems. RUCO’s claims that a 
buyer would benefit and presumably realize “windfall profits” by inflating rate base are 
without merit. Limiting the California fair market value approach to only non-affiliated 
buyers and sellers would eliminate any incentive for collusion. 

PROS AND CONS: RATE OF RETURN PREMIUMS 

PROS: Would create a monetary incentive for the acquisition of non-viable systems. 
CONS: None identified. 

PROS AND CONS: SURCHARGE MECHANISM 

PROS: Eliminates the lag between a company’s outlay of cash for capital investments 
and the recognition of the investment in rates, which creates disincentives for acquisition 
of non-viable companies. 
CONS: None Identified. 

PROS AND CONS: DEFERRAL ACCOUNTING ORDER 



PROS: Allow the acquiring utility to defer for future rate recovery extraordinary repair 
and maintenance costs necessary to improve the quality of service of the non-viable 
acquisition. 
CONS: None identified (this issue was not addressed by any of the Task Force members 
other than RUCO. 

I 
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2. Strengthen the financial capacity of the water utility industry. 

PROPERTY TAX 

One of the most contentious issues in many rate cases is that of the appropriate 
allowance for property taxes. Staff has two recommendations with regard to this issue: 
1. Work with and/or lobby the legislature (and if necessary the Counties) to eliminate 
property taxes for water companies. If this could not be accomplished, then, 
2. Staff should develop a policy/rule that would allow for a “Property Tax Adjustment 
Mechanism”. This would work in the same fashion as a he1 adjuster mechanism. 

The industry recommends that the existing manner of determining and paying 
water utility property taxes be replaced with a percentage of revenue tax that would be 
paid monthly to the Department of Revenue (DOR). Revenue is already a key variable in 
the formula used by the DOR to determine each water utility company’s full cash value. 
The replacement tax would be an add-on to the customers’ water utility bills. The tax 
collected could be reported and paid to DOR as part of the sales tax return. Industry is 
willing to help develop detailed recommendations and an implementation plan. 

PROS AND CONS: PROPERTY TAX CHANGES 
PROS: Changes in the current property tax policies could significantly enhance the 
industries financial capacity. 
CONS: The legislature and/or counties may not be receptive to our ideas. 

The industry pointed out other problems associated with property taxes and 
ratemaking and recommends that the Commission’s current policy on these issues be 
reevaluated. 

The industry believes that problems result because in Arizona, property taxes are 
based on beginning-of-the-calendar-year balances of plant accounts, with the resulting 
payment made in two equal installments-one in November and the other in May of the 
following year. To the extent a utility has filed a rate case using a calendar 1998 test year 
and December 3 1, 1998 rate base, and the case is being heard during May of 1999, the 
most recent tax bill that would have been received is that which reflects plant balances 
one year earlier than the end of the test year. No property taxes associated with 1998 
plant additions would be provided for in new service rates. In that situation, the utility’s 
actual property taxes prospectively wiil likely exceed those recovered in rates. 

The industry believes that another factor leading to potential under-recovery of 
property tax expense under current Commission ratemaking practices is the fact that 
water utilities’ property valuations include an element reflecting operating revenues 
during the tax year. Any adjustments to test year revenues (i.e., annuahation to end-of 
period customer levels) and any authorized rate increase will ultimately cause property 
taxes to increase. In computing the gross revenue conversion factors necessary to convert 
earnings deficiencies into increases in annual revenues, it is just as important to consider 
the effect of additional revenues on property taxes as has traditionally been done with 
respect to revenue taxes, income taxes and unbilled revenues. The propriety of such 
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inclusion was recently recognized by the Arizona Court of Appeals who recently 
remanded to the Commission a rate order for Turner Ranches Water Company that failed 
to consider the effect of revenues in the determination of property tax valuations. 

AUTOMATIC RATE CHANGES 

Commission Staff proposes that all "C", "D" and "E" size water companies 
should be allowed to automatically (without filing a rate case with the Commission) 
increase the commodity portion of  their rates each year by five percent (5%) or the 
amount of the increase of the Consumer Price Index (CPI) or perhaps the Producer Price 
Index (PPI) in Arizona, whichever is less. This increase would take effect May 1 of each 
year. However, in order to qualify to do this, a company must meet all of the following 
requirements: 

1. Submit a request for such an increase by February 15 of the year in which the 
increase is to take effect. 

2. Notice all its customers of the request no later than the date the request is filed 
with the Commission (a standard notice should be developed by Staff). 

3. The request must be accompanied by a letter from the Arizona Department of 
Environmental Quality (ADEQ) stating, "ABC Water Company is delivering water that 
has no maximum contaminant level violations and meets the quality standards of the Safe 
Drinking Water Act." 

4. The request must be accompanied by a letter from the Arizona Department of 
Revenue stating, "ABC Water Company is current on its sales tax obligations." 

5. The request must be accompanied by a letter from the appropriate county 
stating, "ABC Water Company is current on its property tax obligations," 

6. The request must be accompanied by a hlly completed Water Use Data Sheet. 
7. For the first time such an increase is requested, the company's present rates 

must have been approved in a full rate case that used a test year that is no more than three 
years prior to the year the automatic increase is to take effect. 

8. Once such an increase is implemented, the company must file a full rate case 
at least every five years or five years from its last rate case, whichever is sooner. 

9. The company must have had no formal complaints filed against it in which the 
Commission ruled against the company within the three years prior- to the year in which 
the automatic increase is to take effect. 

Staff believes that it is desirable to require companies using this program to file 
rate cases at least every five years for two reasons. First, it will insure that the automatic 
rate changes do not allow the company to consistently over-earn. Second, many small 
companies wait excessive amounts of time between rate cases, some as long as twenty 
years. This can be very problematic when rate cases are filed. 

The Commission Staff would prepare a recommended order for Commission 
decision no later than April 30 of each year. The order would either deny or approve the 
increase. The order could contain conditions such as, but not limited to: 

1. File a full rate case in less than five years, 
2. Install certain plant within a given timeframe, 
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If a request were filed and not ruled on by the Commission by April 30, the 
increase would take effect as an interidrefundable rate. If the Commission later denied 
the increase, the rates would be decreased. The decrease would reduce the rates by twice 
as much as the increase and would be in effect for as long as the increase was in effect. 
After this time the rates would return to their original amount. Example: 

a the original rate was $3.00 per thousand 
a the increase made the rate $3.15 per thousand 
a the company had the $3.15 rate for May, June and July before the 

Commission issued an order stating that the rate increase was inappropriate and should be 
refunded 

a The rate would be decreased to $2.85 per thousand for the months of 
August, September and October 

a In November the rates would return to $3.00 per thousand 

The industry supports Staffs proposal indicating i t  is a worthwhile concept. 
However the industry believes that the exclusion of “A” and “B” companies, the 
qualifying requirements and the annual two and one half-month timetable are arbitrary 
and likely to be unworkable. The industry is willing to help develop more detailed 
recommendations and an implementation plan. 

RUCO believes that Staffs proposal to allow Class C, D & E utilities to raise their 
rates based on a CPI inflation factor is highly biased against ratepayers and will result in 
annual rate increases without a finding of fair value. Staffs proposal would assume 
generic across-the-board expense increases, and would ignore the very real fact that costs 
also decrease. I t  would also allow utilities to raise rates without examining the mitigating 
offsets such as customer growth, consumption growth, and depreciation of the rate base. 

PROS AND CONS: AUTOMATIC RATE CHANGES 
PROS: Provides a mechanism for small water utilities to deal with increases in 

their costs. Would provide an incentive for small utilities to file rate cases in a more 
timely manner. 

CONS: Would allow utilities to raise rates without examining the mitigating 
offsets such as customer growth, consumption growth, and depreciation of the rate base. 

FUTURE TEST YEAR 

Currently, rate base for Arizona’s water companies is calculated using an “historic test 
year.” A recent 12 month period is chosen to be the “test year” and the expenses and 
capital in place during that year are used as the basis for setting rates. The industry favors 
a “future test year” policy. Under such a policy rate applications can include specific, 
highly scrutinized planning for capital expenditures and operating expenses that can be 
predicted with a high degree of certainty in both cost and timing. A rate adjustment 
applicant can provide a capital expenditure that details the degree of investment and the 
timing of it over future months and years. Rate adjustments can be granted from the 
perspective of a contract being entered into between the applicant and the Commission. 
Prospective rate adjustments can be conditioned on the amount of investment and the 
actual occurrence of expenditure. In the event capital expenditures for improvements to 
water systems are not made pursuant to the capital expenditure program filed as part of a 
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rate application, the previously granted rates would not become effective. The completion 
milestones of accomplished capital projects are sufficiently easy to measure to ensure 
delivery of actual benefit to the customer. The industry is not opposed to the adoption of 
prospective test years for rate applications with reasonable qualifications and conditions 
including punitive operational and economic consequences if a utility fails to make 
projected investments that were included in its forecasted test year rate base (without 

mitigating circumstances) for rate applicants that did not achieve the scheduled results. 

According to the National Association of Regulatory Utility Commissioners 
(“NARUC”), the Commissions of approximately thirty (30) states permit the use of 
prospective test years for rate applications’. 

RUCO is opposed to adopting a future test year policy. They feel that there are 
numerous problems with its use. These include the setting of rates based on estimates 
that are not known and measurable, inclusion of plant in rates that is not used and usehl, 
and violations of the matching concept when certain rate elements are projected or 
estimated and others are not. An historical test year inherently matches revenues, 
expenses, and investment, and contains known and measurable data. RUCO believes that 
the numerous problems and biases that result from the use of projected data far outweigh 
any potential benefit that could be derived from abandoning a historical test year. 

Commission Staff is in the middle on this issue. Staff believes the Commission is 
currently using a very reasonable combination of historical and future test years. 
However, Staff recommends developing a policy/mle for allowing pro forma adjustments 
for future plant additions that met very specific requirements, such as, but not limited to: 

Revenue-neutral plant, Le., will serve existing customers and not future 
growth. 
The plant will be installed within a specific time frame, preferably within 
one year. 
The plant is necessary to provide proper and adcquate service to existing 
customers. 

1. 

2. 

3. 

NOTE: Although the above suggestions are highly likely to save time, effort and 
money for the water companies and their rate payers, most will require additional 
Commission Staff to process, analyze and monitor (particularly monitor to insure 
adherence with all the required conditions) in a timely manner. 

PROS AND CONS: FUTURE TEST YEAR 
PROS: A future test year policy may encourage necessary capital expenditure by 
Arizona’s water companies. This is because such a policy would result in a reduction of 
the “regulatory lag” often associated with recovery of such expenses. 
CONS: Rate setting will involve estimates of hture costs that are unauditable at the time 
rates are set. Will place additional burdens on Commission Staff resources. 

GENERIC HOOK-UP FEES 

1 1 7Ih Annual Western Utility Rate School, April 1997. San Diego. California. 
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Commission Staff has recommended and the Commission has approved Off-site 
Facilities Hook-up Fees for a handfil of water companies in the past. The process that 
was used required both water companies and Staff to expend a substantial amount of time 
and effort. Staff recommends developing a generic hook-up fee policy/rule that would 
allow water companies to collect from new customers a portion of the cost of new wells 
and storage tanks that will have to be installed in the future. As in the past, any plant that 
was installed using hook-up fees would be considered contributed plant. 

The reason for having the hook-up fee pay for only part of the new plant is to 
insure that the company retains a balance between contributed plant and its own 
investment. 

The industry supports Staffs proposal while recognizing that many details need 
to be worked out. The industry emphasizes that generic approaches should not be 
mandatory in all cases, case specific facts and circumstances should always be 
considered. The industry is willing to help develop detail recommendations and an 
implementation plan. 

RUCO agrees that working toward a recognized methodology for the use of hook- 
up fees is a desirable objective. However, comments from the water task force members 
on this issue were limited and more discussion on this topic is needed. 

PROS AND CONS: GENERIC HOOK UP FEES 
PROS: 1 )  Will free up time and resources currently expended on individual hook-up fee 

applications 

CONS: The details of this plan need to be worked out, care must be used to ensure that 
the specific details of the generic hook-up fees do not create any undesirable or 
unanticipated impacts. 

2) Will establish a consistent rule or policy for all water utilities 

PLANT REPLACEMENT FUND 

One of the most significant problems facing the Water Industry today is the 
required re-building of the existing infrastructure as it approaches the end of its useful 
service life. Based on a recent survey by the Environmental Protection Agency, it is 
presently forecasted that such investment needs nationwide during the next twenty years 
approaches $140 billion, of which nearly $80 billion relates to transmission and 
distribution system rcplacement. While substantial federal and state funding is available, 
it is clear that such amounts represent only a portion of the overall financing needs. 
Utilities and the customers served thereby will be called upon to provide the remainder. 

The industry indicates that under current regulatory policies and practices, utilities 
must first obtain or provide the necessary amounts to fund construction projects and see 
them to completion before seeking rate recovery. This is consistent with the traditional 
“used and useful” ratemaking standard which prohibits charging current customers for 
the costs of capital assets not yet devoted to the provision of service. Once the assets are 
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deemed to be used and useful, there begins a period for rate setting which generally 
delays the commencement ofcapital cost recovery. The problem is exacerbated due to the 
fact that so many of the projects are ongoing and short in duration. The industry feels that 
this subjects many utilities to a game of constant catch-up. Given the tremendous 
projected capital requirements for future infrastructure replacement, the industry (and 
Staff) believes that the need for a new regulatory tool is clear. 

Staff recommends that a policy/rule be developed whereby water companies 
would be allowed to collect in rates money that would be placed in a separate interest 
bearing account that could be used only to replace aging infrastructure or major plant that 
experienced a catastrophic failure. The fund would be established during a rate case and 
contributions to the fund would be in excess of the revenue necessary for the company to 
earn its approved rate of return. 

All water systems will eventually need to have equipment replaced. Staff 
believes that establishing a h n d  for such replacement would assist in insuring that the 
customers receive quality service and that the company is not caught by surprise in 
having to replace major portions of plant. This fund should not be allowed to be used for 
normal annual expenses that should be taken care of in ordinary rates, but should only be 
used for extraordinary expenditures for replacement of infrastructure due either to age or 
emergency. Staff believes that another customer protection that should be instituted for 
the plant replacement h n d  is that any plant installed with these monies could be 
considered a contribution. Staff recognizes that the tax implications of a plant 
replacement h n d  need to be carefully considered when or if the details of this policy are 
worked out. 

In addition, Staff believes that if a company does receive approval for a plant 
replacement fund, consideration should be given to reducing the rate of return the 
company is allowed to earn. The reason for this is that Staff believes that such a fund 
should substantially reduce the risk a company is incurring. The industry does not agree 
with Staff on this issue. 

The industry advocates adoption of a similar policy: the Pennsylvania Public 
Utility Commission's (PPUC) Distribution Service Investment Charge (DSIC). The 
DSIC is a surcharge that allows Pennsylvania water utilities to recover the costs of 
specific types of revenue-neutral capital investments. A key expected benefit of the DSIC 
is that it will enable utilities to accelerate infrastructure replacements, since such projects 
will be more affordable for both the utilities and their ratepayers. Other potential benefits 
include greater rate stability and lower rate case filing expenses. 

Under the DSIC program, at the end of each quarter utilities identi@ the original 
cost of eligible distribution system improvements placed in service during that period, net 
of accrued depreciation. These amounts are then used to compute a surcharge reflecting 
the associated depreciation expense and a return on investment. The return on investment 
is based on actual capital structure and debt, preferred equity costs as of the end of the 
calculation period, and the cost of equity approved in the company's last general rate 
case. Such information must be filed with the PPUC Staff and Pennsylvania's Consumer 
Advocate at least ten days prior to the effective date of the surcharge. 
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Only the following investments are covered by the DSIC: 
e Services, meters, and hydrants installed as in-kind replacements. 

upgrades to meet PPUC requirements. 

solutions to regional water supply and/or health problems. 

0 Mains and valves installed as replacements for worn out facilities or as 

e Main extensions installed to eliminate dead ends and to implement 

e Main cleaning and relining. 
e Funds needed to relocate facilities necessitated by highway construction. 

The PPUC’s DSIC policy includes the following provisions to ensure that 
ratepayers are protected: 

e The DSIC surcharge is limited to 5% of the customer’s total bill. 
Utilities using the DSIC surcharge are audited annually. Over collections 
resulting from the surcharge are refunded with interest and under 
collections are billed in future rates without interest recovery. 
The surcharge is set to zero when new base rates are calculated. 
The surcharge is set to zero if it is determined that the company is over 
earning. 
Investments covered by the surcharge reflect used and useful plant placed 
into service during the three-month period prior to the surcharge’s effective 
date. 
Customers must be notified about any changes in the surcharge. 

e 

e 

e 

Currently five Pennsylvania water companies are using the DSIC surcharge. 
These five companies serve over 50% of Pennsylvania’s private water customers. The 
staff of the PPUC regards the DSIC system as a success. A number of other states have 
since begun considering the introduction of such a mechanism. Most recently, the 
Illinois legislature passed a bill designed to give the Illinois Commerce Commission the 
requisite authority to introduce such a mechanism in that State. Arizona Commission 
Staff is not opposed to a policy similar to Pennsylvania’s DSIC. 

RUCO agrees that such a mechanism, if properly designed, has the potential to 
promote the upgrading of deteriorating water systems, without harmful or biased rate 
impacts on customers. 

Commission Staff is not opposed to implementing a policy similar to 
Pennsylvania’s DSIC. However, Staff is concerned that such a policy may overwhelm the 
Commission’s resources if several companies apply at one time. If this is deemed to be a 
real problem, Staff believes that the DSIC policy should be modified to mitigate this 
potential problem. 

PROS AND CONS: PLANT REPLACEMENT FUND 

PROS: Would help facilitate the upgrading of aging water systems and if designed after 
the Pennsylvania mechanism, would not allow utilities to recover investment prior to 
their being used and useful. 
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CONS: 1 ) The DSIC policy may strain Commission Staff resources. 
2) (RUCO) Would allow the utility to mitigate regulatory lag that is unfavorable 

to the utility, but would not mitigate regulatory lag that is unfavorable to ratepayers. 
Potential matchinghias problem ifnot properly designed. 

DEPRECIATION 

In the mid 80’s the Commission attempted to increase water companies cash flow 
to a level that would cover their established cash expenses and debt service requirements. 
Depreciation rates were doubled for small water utilities, increasing from approximately 
2.5% to 5%. This increased cash flow but created other long term problems. Specifically, 
funds received through the artificially high book depreciation rates were not available to 
be reinvested in plant; they were required to meet cash expenses and debt service. Also, 
the high book depreciation rates resulted in net utility plant being exhausted (zero rate 
base value) at a time when the physical facilities had 20 to 30 years of additional life. 
(Most water plant has a 40 to 50 year life, under the 5% depreciation rate its economic 
value is gone at 20 years.) 

The effects of the Commission’s past depreciation policy will extend over the 
next 20 to 30 years. Once utility plant is fully depreciated, providing adequate earnings 
and cash flow becomes very challenging. Since rate base is zero or perhaps even negative 
the traditional ratemaking formula doesn’t produce any authorized net operating income 
and allowances for depreciation expense are no longer available. Without net operating 
income or a depreciation allowance there is no source of fbnds for plant investment. 

Today’s Staff recognizes the error of a 5% depreciation rate and is recommending 
changing to a more realistic rate during general rate proceedings, however the industry 
believes that additional changes are necessary to address the problem over the remainder 
of this utility plant cycle. Such changes could include increases in allowed rates of return 
to compensate for the early exhaustion of net utility plant; pro forma staff rate case 
adjustments to net utility plant: 

(1) to eliminate depreciation allowances that were not recovered through the 
rates; (2) to add back an increment of utility plant in rate base computations as if it had 
been depreciated over its economic life on a straight line basis (recognizing that the 
Company should have earned a fair return on its investment over the life of the plant; an 
additional depreciation allowance would not necessarily be provided because the 
company has already recovered a return ofits investment); ( 3 )  as the depreciation rate is 
reduced fi-om 5% to 2 % or 2.5% during a rate proceeding replace the lost cash flow with 
a rate of return adjustment, i.e. a 3% or 2.5% return increment respectively on gross 
utility plant; (4) authorize an Operating and Maintenance Reserve that would be funded 
by an annual charge equal to 1% to 5% of utility plant. The charge would be deposited in 
a restricted interest bearing account that could only be used for operations or maintenance 
expense items not included in the authorized rates, for example major pump repair, tank 
painting, etc. 
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Commission Staff and RUCO are opposed to the industry’s proposals. Both Staff 
and RUCO believe that the industry’s proposals constitute retroactive ratemaking and 
would result in double payment by consumers. 

Staff recognizes the problems that the industry points out but Staff believes these 
problems can be solved through a much simpler policy. Since when rate base is zero or 
negligible the traditional ratemaking formula doesn’t produce any authorized net 
operating income, Staff believes that the traditional ratemaking formula should be 
abandoned for companies with near zero rate bases. Rates for such companies could be 
set on an operating margin basis. Plant replacements could then be handled with a 
mechanism similar to the Pennsylvania DSIC or plant replacement fknd discussed above. 

Setting rates on an operating margin basis involves determining the companies 
operating costs and setting rates that cover those costs plus a percentage, or “margin,” 
that can be used for reinvesting in plant or other purposes. 

PROS AND CONS: INDUSTRY RECOMMENDATION FOR CORRECTING 
PAST EXCESSIVE DEPRECIATION RATES. 

PROS: Would provide small water companies with needed capital. 
CONS: Would result in retroactive ratemaking and double recovery. 

PROS AND CONS: COMMISSION STAFF RECOMMENDATION FOR 
CORRECTING PAST EXCESSIVE DEPRECIATION RATES. 

PROS: Would provide small water companies with needed capital. Would not be 
com pl ica t ed , 

CONS: May not be appropriate for all utilities. 
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3. Provide greater emphasis on simplifying, shortening, ant 
reducing the cost of the ratemaking process. 

PASS THROUGH MECHANISM (SB 1252) 

In 1997, the Arizona Legislature passed Senate Bill 1252. This bill was enacted to 
create the statutory basis for the Arizona Corporation Commission to implement a 
mechanism under which regulated water utilities may be afforded an opportunity to 
reflect in rates the effects of changes in specific costs without the necessity and expense 
of filing a general rate case. The operating costs that may be considered in this procedure 
are limited to specific, readily identifiable costs that are subject to the control of another 
person, including the cost of purchasing electricity or gas, the cost of purchasing water 
from another utility or municipality, and the payment of proper taxes or similar taxes and 
assessments that may be levied on the utility. 

Thus far only one utility has applied to the Commission for authority to adjust 
rates under the provisions on this mechanism. There are a number of reasons that have 
been cited for the lack of utilization, including ambiguities in the language of the statute 
and concerns about the symmetry that would exist between rate increases and rate 
decreases. However, according to the industry, the common understanding is that the 
Staffs proposed surcharge rules presented to the Water Utilities Association at their 
annual meeting were unreasonable. Staff proposed that a company that filed for and 
received a postage surcharge, for example, would have to file sur-refunds not limited to 
decreases in postage cost but including decreases in ANY of the other cost elements 
eligible for surcharge treatment. This would be required even though the Company had 
not been passing on increases in these other cost elements. 

Current policy lacks the support of a prior decision, policy statement, rule or any 
official position of the Commission. The industry believes that clarity of the intent and 
application of S.B. 1252 is needed before its usage will achieve the objectives of its 
promoters and supporters. The industry recommends that the Commission clarify their 
policy on surcharge applications and limit increases or decreases to the specific operating 
cost included in each companies approved surcharge(s). This matter might also be 
explored to determine what changes (Le., legislative, procedural, etc.) might be made that 
would foster expanded use of the mechanism. 

RUCO is opposed to the industry’s proposal. They feel that the proposal is 
extremely biased against consumers since, with the industry proposal, cost increases will 
be past on to consumers but cost decreases will be ignored. 

PROS AND CONS: INDUSTRY PROPOSAL FOR SB 1252 
PROS: Would allow companies to recover increases in costs that were outside of their 
control. 

CONS: Will allow utilities to raise rates outside of a rate case for those costs that have 
increased yet would not recognize cost decreases. Biased against ratepayers. 
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RATE OF RETURN 

Many members of the Task Force suggested that one way of shortening the rate 
case process was to develop a generic rate of return that would apply to all water 
companies. Staff does not believe that this would be workable in many cases that come 
before this Commission because so many of the companies have very little rate base with 
which to work. However, Staff would recommend developing a policy/rule that would 
allow a water company to choose which method it preferred for Staff to compute its 
revenue requirement. The three choices could be: 

1. Generic rate of return. The Cost of Capital Group within the Accounting 
& Rates Section could develop a rate of return appropriate for Arizona water companies 
on an annual, semi-annual or other appropriate timeframe. This rate of return would then 
be applied to each individual company's rate base. 

2. Operating Margin. This would apply to those companies not having a 
large enough rate base to allow for a meaningful rate of return. 

3. Individual Rate of Return. This would allow a company to go through the 
typical rate of return case and not use the generic rate of return if the company believed 
the generic return did not apply to it. 

The Industry supports Staffs proposal and is willing to help develop a more 
detailed plan. 

RUCO supports Staffs proposal with one caveat: they feel that a generic rate of 
return would be inappropriate for large (class A and B) utilities since the rate of return for 
larger utilities is a highly material item and is dependant on more than the current 
economic and financial environment. The individual characteristics of a utility effect rate 
of return (i.e. capital structure). 

PROS AND CONS: STAFF PROPOSAL ON RATE OF RETURN 
SIMPLIFICATION 
PROS: Rate of return is typically a resource intensive portion of a rate case, and 
predetermining the rate would certainly simplify and shorten this portion of a rate case. 

CONS: May not be appropriate for all utilities. 

ELECTRONIC FILING 

The industry and Staff recommend developing an electronic filing procedure that 
could be used by any water company with a computer (this would be for all filings with 
the Commission, Le., rate cases, financing cases, annual reports, etc.). The current filing 
process could be significantly enhanced by creating a library of standard reporting forms 
on computer disks that could be copied for use by affected companies. 
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This process should include exact copies of the electronic spreadsheets used by 
Staff in the assessment and analysis of rate applicants' filings. Many major regulatory 
agencies such as the Federal Energy Regulatory Commission, Federal Communications 
Commission, and the Securities and Exchange Commission, already allow companies 
subject to their jurisdiction to file annual reports via electronic means. The Commission 
has talked about just such a thing in the past. The largest impediment in accomplishing 
this goal has been resources - both in manpower and finds. Once the resources are 
available, Staff recommends proceeding with this item as a high priority. 

RUCO supports the Staff and industry position. 

PROS AND CONS: ELECTRONIC FILING. 

PROS: Would simplify and reduce the cost of rate filings. 

CONS: Implementation would require significant resources. 

The industry is concerned about the volume and extent of informational and other 
filing requirements imposed by the Commission. Some of the requirements originated 
many years ago when circumstances were quite different from today, and prior tu the 
introduction of sophisticated computer tools that are now at our disposal. Therefore, the 
industry recommends that a determination be made with respect to the continuing need 
for and value of the quantity and variety of information presently required to be filed with 
the Commission. This would encompass an assessment of the current rate case filing 
requirements, required annual report contents, and the level of detail that water utilities 
are obligated to include in other types of filings. 

Staff believes that such an assessment should be made at the time the Commission 
implements an electronic filing plan. 

MAIN EXTENSION AGREEMENTS (MXAS) 

Commission Staff, the industry, and RUCO agree that a new Main Extension 
Agreement (MXA) rule would be beneficial. The industry and RUCO support the 
proposal from the Commission Staff that recommends establishing a new MXA rule that 
requires that each water company submit an MXA tariff detailing exactly the company's 
MXA procedure. Once the Commission approved that tariff the company would simply 
have to adhere to that tariff and thus not require Staff to review and approve each and 
every single MXA. In order for the MXA tariff to remain in effect, the company would 
have to submit, by each February 1, a letter from (ADEQ) stating, "ABC Water Company 
is delivering water that has no maximum contaminant level violations and meets the 
quality standards of the Safe Drinking Water Act." 
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In addition, Staff recommends changing the present refund mechanism to allow 
water companies to enter into MXAs that would refund portions of the actual monies 
collected (the amount actually paid for the plant) and not just a portion of the revenue 
collected. This would allow water companies to collect a fair share of main extension 
costs from all customers connecting to a main and not just from the first connection, Le., 
customers connecting after should not be allowed to have a “free ride”. 

PROS AND CONS: TARIFFED MAIN EXTENSION AGREEMENTS 
PROS: Will eliminate the redundancy of approval of each individual agreement a utility 
enters into with developers and customers. 

CONS: As with other regulatory reform proposals, care will need to be taken to ensure 
that the final rule on MXAs will not create any new regulatory problems or have any 
unanticipated adverse impacts on customers. 
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4. Improve Consumer Education. 

Both industry and consumer members of the Task Force acknowledge the need 
for greater consumer education. Many consumers are unfamiliar with the basics of the 
regulatory process and therefore are reluctant to intervene in cases that directly effect 
them. Industry and consumer members of the Task Force recommend that RUCO be 
encouraged to produce a publication (or publications) explaining basic issues in the water 
utility industry such as: 

1. How the rate case process works. 
2. What rate base is and how it is calculated. 
3. How to read a balance sheet and income statement. 
4. How to form a water users association. 
5. How to intervene in Commission proceedings. 
6 .  Basic negotiation skills. 

These publications should be placed on the Commission's web site, or a separate 
web site, in order to facilitate maximum public exposure. 

RUCO also suggested that public meetings be held throughout the state. The 
purpose of these meetings would be to educate consumers regarding the different state 
agencies that deal with utilities and each agency's specific role. The meeting would also 
present information regarding the various options open to consumers when they have 
complaints/ concerns regarding their utility company. Meetings would be announced via 
advertising in local newspapers. 

The only impediment to implementing the above policies is the availability of 
funds. Both the Commission and RUCO would likely require additional appropriations 
for these projects. 

The Task Force members also recognize that operators of many small water 
companies may lack the necessary regulatory knowledge to file effective rate cases. 
Industry members of the Task Force felt that workshops conducted by the Commission 
Staff were very effective in educating water company operators in rural areas. The Task 
Force strongly encourages Staff to continue these workshops. Staff has indicated that 
these workshops are currently underway. 

Industry members of the Task Force also recommend that the COMMISSION 
encourage, on a voluntary basis, water companies to distribute educational publications to 
their customers. These publications could include company newsletters, Customer 
Service Reference Guides, and/or publications from organizations such as the American 
Water Works Association. 

Many small water companies do not have the resources to produce quality 
educational publications. Staff recommends that large water companies that are currently 
producing high quality educational publications make those publications available to 
smaller water companies to use as models. 
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PROS AND CONS: CUSTOMEWINDUSTRY EDUCATION 
PROS: Would be of direct benefit to both customers and the industry. 

CONS: The proposals would require additional appropriations for the Commission and 
for RUCO. 

5. Other Issues 
PHASE IN OF RATES 

Commission Staff recommends the adoption of a rate phase-in policy. Under such 
a policy rate increases that were considered to be “large” could be phased in over time. 
This could avoid “rate shock” and thus allow water companies to come in for rate cases 
on a less frequent basis, thereby saving the company and its customers rate case expense 
and the Staff time and effort. Staff believes that under such a policy rates could still be set 
that allowed the company full recovery of its authorized rate of return. 

Staff recommends developing a policy/rule that would define what a large rate 
increase is, based not only on a percentage increase, but also on the actual rates. For 
example, an increase fiom a $5.00 minimum and $0.50 per thousand gallons to a $10.00 
minimum and $1.00 per thousand would be a 100% increase. The question is whether 
this is a large enough rate increase to require a phasing in of the new rates or were the 
original rates so low that a 100% increase in this case would not be unfair to the 
customers, but anything less would be unfair to the company. 

Staff sees rate phase-ins as a means to deal with special circumstances, not as a 
general policy for all rate cases. Staff believes that phase-in rates can be very helpful in 
dealing with (for example) situations where small water systems are making very large 
investments in their infrastructure. This was the case in Decision Number 61275 
(docketed in December of 1998) where the Commission approved a rate phase-in plan for 
Alpine Water System, lnc. 

The industry opposes this idea. They feel that such a policy could result in the 
deferral of the full amount of the revenue requirement until a later date. If so, phase-in of 
rates could damage the financial capacity of the industry. 

PROS AND CONS: PHASE-IN OF RATES 
PROS: Could alleviate “rate shock.” 

CONS: Could result in under-recovery for water companies. 

RATES TIED TO CONDITIONS 

Commission Staff proposes that all rate increases should be conditioned on the 
company providing acceptable quality service, installation of plant, repair of plant, water 
quality, etc. Therefore, Staff recommends that a policy/rule be developed to outline what 
the conditions would be and what the consequences are if the water company does not 
meet those conditions. The industry and RUCO did not comment on this proposal. 
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PROS AND CONS: RATES TIED TO CONDITIONS 
PROS: Would make necessary rate increases more acceptable to consumers, while 
holding companies responsible. 

CONS: May result in additional work for Staff and companies. 
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111. CONSERVATION SUBCOMMITTEE 

The Conservation Subcommittee of the Commission’s Water Task Force mainly 
focused on coordination between the Commission and the Arizona Department of Water 
Resources (ADWR.) 

BACKGROUND ON ADWR POLICY: 
In order to insure adequate conservation of ground water, the ADWR requires 

large private water companies within active management areas (AMAs) to meet certain 
gallons per capita per day (GPCD) requirements. The GPCD requirements vary across 
companies based on the geographic location of the company and other factors. The 
ADWR evaluates companies based solely on whether they meet their GPCD 
requirements. Companies are free to use whatever conservation measures they deem 
appropriate to meet the GPCD requirements. Generally, the ADWR does not force 
companies to use any specific conservation measures, although the ADWR assumes that 
water providers will implement one or more conservation measures in order to comply 
with the GPCD requirement. Only u . e r  a company consistently fails to meet its GPCD 
requirement will the ADWR issue a Consent Decree that forces the company to adopt a 
specified conservation program. It should be stressed that complying with the ADWR’s 
GPCD requirement is not discretionary by private water companies (within AMAs); 
although the choice of which conservation measure to implement is up to the private 
water company. 

PERCEIVED PROBLEM 
Industry, consumer, and ADWR representatives on the Task Force indicated that 

a problem exists because a company that expends funds on conservation programs in 
order to meet the ADWR’s GPCD requirement may not be able to recover fully those 
expenditures through rates. This is because conservation expenditures may not meet the 
Commission’s “used and usehl” standard. The Commission may disallow the 
conservation expenditures because they were not specifically mandated by the ADWR. 
However, Commission Staff indicates that this has never happened in practice. Due to 
this uncertainty and the uncertainty that compliance can be achieved by the 
implementation of the conservation measures, companies may be reluctant to invest in 
conservation programs. 

The industry recognizes another problem that was not openly discussed, as part of 
the Task Force That problem is the regulation of private water companies by two state 
agencies, namely ADWR and the ACC. The regulations from both agencies are 
sometimes in conflict, as can be seen concerning water conservation - ADWR requires 
conservation and the ACC requires that the private water company hrnish water on 
demand to all customers, even if it would cause a private water company to exceed its 
GPCD limit. 
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PROPOSED SOLUTION: 

The Conservation Subcommittee of the Commission’s Water Task Force 
recommends a program whereby companies can voluntarily seek approval of their 
conservation programs from the ADWR prior to their application to the Commission for 
the recovery of conservation costs. Under the program the company will present its 
conservation program to the ADWR. The ADWR will examine the conservation program 
and will determine the following: 1) is a conservation program necessary in order for the 
company to meet its GPCD requirement? 2) Will the company’s conservation program 
allow the company to meet its GPCD requirement? 3) Is the conservation plan reasonably 
efficient? That is, is there no other potential conservation plan that would allow the 
company to meet its GPCD requirement at a significantly lower cost? 

If the ADWR determines that the answers to all three of the above questions are 
yes, the company can file a written statement of that determination with its rate 
application to the Commission. Commission Staff proposes that the Commission should 
strongly consider the ADWR’s determinations concerning the conservation plan when 
processing the companies rate application. 

The industry and ADWR believe that the Commission should do more than 
strongly consider the ADWR’s determination. They recommend that if the ADWR has 
made such a determination than the Commission should automatically allow for the 
recovery of conservation costs. They believe that Staffs proposal does not mitigate the 
uncertainty associated with conservation expenditures. Industry believes that if the 
ADWR can determine the effectiveness of the conservation measures and the ACC 
determines the cost-effectiveness of the conservation measure, the ACC should allow full 
cost recovery. 

Staff is opposed to the industry/ADWR proposal because Staff believes that the 
Commission should have final say on cost and rate determinations. The Staff believes 
that companies may “gold plate” their conservation programs and then attempt to pass on 
unreasonable costs to their customers, although this has generally not been the case with 
private water companies. During meetings of the conservation subcommittee the ADWR 
indicated that they were not prepared to make determinations on the reasonableness of 
company costs, since auditing is not their specialty. 

This process could be used by a water company that is applying for rates through 
a traditional rate case or, potentially, through ARS 40-370. Although some members of 
the conservation subcommittee are of the opinion that ARS-370, which allows for the 
pass through of costs outside of a water companies control, should apply to costs 
associated with meeting the ADWR’s GPCD requirements, Staff does not concur. 
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PROS AND CONS: STAFF’S CONSERVATION COST PROPOSAL 
PROS: Would (in Staffs opinion) mitigate some of the uncertainty involved in recovery 
of conservation cost. 

CONS: Would (in industry/ADWR’s opinion) not mitigate any of the uncertainty 
involved in recovery of conservation cost nor (in industry‘s opinion) would it guarantee 
compliance with the ADWR’s GPCD requirement. 

PROS AND CONS: INDUSTRYIADWR’S CONSERVATION COST PROPOSAL 
PROS: Would mitigate some of the uncertainty involved in recovery of conservation 
cost, although (in industry’s opinion) it would not guarantee compliance with the 
ADWR’s GPCD requirement. 
CONS: Would put final say over the appropriateness of costs with the ADWR, which has 
little expertise with auditing. 

RATE DESIGN 

Commission Staff believes that, in order to promote conservation, the rate design 
for all water companies should incorporate at least a three-tiered inverted rate structure. 
Staff believes that inverted rates will promote some conservation. All parties agree that, 
regardless of where a company is located in this State, the Commission should be 
encouraging conservation. Staff believes that the primary mechanism that the 
Commission has for such promotion is rate design. In addition, with providing a three- 
tiered rate design, those people that truly conserve, will save money. Customers that use 
very little water each month will have a very small water bill. Staff believes that it is 
desirable that customers should be rewarded for conserving. 

Staffs proposal is as follows: At the time of a rate case, two gallonage per month 
limits (lower and upper) and three rate tiers should be established (bottom, middle, and 
high.) Customers whose consumption is below the lower gallonage limit will be charged 
the bottom tier rate, those with consumption between the two limits will be charged the 
middle tier rate, and customers with consumption above the upper limit will be charged 
the highest tier rate. 

The bottom tier would be less than break-even, the middle tier would provide the 
desired rate of return, and the highest tier would provide more than the approved rate of 
return. By setting rates in this manner the Commission would likely be providing the 
company with revenues in excess of those necessary to generate its approved rate of 
return. To remedy this over-earning (a company should not be allowed to over-earn, 
without some very hard, strong and definite strings attached), the company could be 
required to put 75% of all monies generated by the third tier rates, or 90% of all over- 
earnings, into a separate interest bearing account. Why only put a percentage of the third 
tier rates or a percentage of all over-earnings into the separate account? The two primary 
reasons are: 
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a. There is some cost for producing this water. The company should be allowed 

b. There is the possibility that with such a rate design there could be a significant 
amount of conservation. If this is the case, there is a possibility that the 
company could be prevented from earning its allowed rate of return. 

to recover this cost. 

The money from this account could be used: 
1. To pay penalties to the Arizona Department of Water Resources for not 

meeting conservation goals, 
2. To pay for conservation programs, 
3. To pay for CAP water (if used and useful), 
4. To pay for the installation of new water production facilities (wells or surface 

water treatment plants) and/or storage tanks that would be considered as 
contributed plant, 

5. To build up a plant replacement fund, with plant paid for by these monies 
considered as contributed plant, 

6. Any other Staff recommended expenditure. 

The above expenditures could not be made without Commission approval and 
would be audited on a regular basis. The monies collected from the third tier or over- 
earnings that were set aside in the interest bearing account could not be used for normal 
everyday expenses, nor operation and maintenance expenses, nor salaries and wages of 
any type, etc. In addition, the company would be required to file a full rate case at least 
once every five years. 

Staff believes that it is unlikely that the above policy will result in under-earnings 
for the company. However, if under-earnings do occur, Staff believes that the company 
should have recourse to recover the “lost” revenues. Also, Staff stresses that this is not a 
“cookie cutter” approach to rate design. The rate tiers and gallonage limits would be 
determined on a company by company basis while taking the particular circumstances of 
the company into account. 

The industry is strongly opposed to Staff‘s three tiered rate proposal. They believe 
that the proposal could result in significant under-earnings. 

RUCO is also strongly opposed to Staffs three tiered rate proposal. They believe 
that the proposal, “fail(s) to capture the essence, purpose, importance, and complexity of 
rate design; (is) unsound and (un-)supportable; and genwate(s) a plethora of inequities, 
new problems, and unanswered questions.” They are concerned that the proposal could 
result in significant over-earnings and they point out that there is no guarantee that the 
proposal will actually result in increased conservation. 

PROS AND CONS: STAFF’S THREE TIERED RATE STRUCTURE 

PROS: Could provide the Commission with a mechanism to promote conservation. 
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CONS: May result in ovedunder-earnings. There is no guarantee that the proposal will 
actually promote conservation. Would add another layer of complexity to water utility 
reporting and accounting. Would not guarantee compliance with the ADWR’s GPCD 
limitation. Could penalize large families who are using water in compliance with GPCD 
limitations. May provide disincentives for commercial/industrial development in those 
areas with tiered pricing. May not adequately consider the facts specific to any one water 
provider and would arbitrarily impose three-tiered pricing on the private water company. 
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IV. WATER SUPPLY SUBCOMMITTEE 

The Water Supply Subcommittee's (WSS) primary focus was the planning for 
long term water supplies, such as those provided by the Central Arizona Project (CAP), 
and how to recover their costs in such a way that is fair and equitable to both the water 
companies and their customers. The recovery of CAP costs was the single biggest 
problem that the WSS identified. CAP cost recovery is problematic because companies 
with CAP allocations must pay for their CAP water whether they use it or not. Such 
companies are reluctant to give up their allocations because, even though they are not 
used currently, they may be needed in the future. There were many differing views 
expressed in the WSS, such as, allowing the recovery of CAP costs just because they are 
incurred to not allowing them at all until there is actually CAP water flowing through the 
pipes of a company. Staff proposes that the Commission adopt a combination or 
compromise position. 

Commission Staff proposes that CAP costs should be recoverable on an interim 
basis once a company has submitted to the Commission, and the Commission has 
approved, a plan to actually use CAP water. The company must commit to using the 
CAP water within five years of the approval of the plan, with no time extensions allowed. 
The recovery would be on an interim basis because if the company did not implement the 
plan within the five-year time frame, it would be required to refund the monies collected 
back to its customers. 

The recovery of CAP costs would be part of permanent rates and could be set up 
as an adjuster once the CAP water is actually used by the company. The reason for 
setting up these costs as an adjuster is because history has shown that these costs are 
anything but stable. The prices being paid by water companies today for CAP water are 
much higher than ever projected in the 1980s. Staff believes that these recommendations 
on handling CAP costs will hrther promote the use of CAP water. The industry believes 
that this method of handling costs may force the water industry to use more CAP water 
than is necessary before it is fully needed or in the event that certain factors prevent the 
full use of a water provider's CAP allocation, the loss of CAP water supplies could result. 

Many members of the WSS believed that a standardized application for approval 
of cost recovery plans should be developed. The standardized application would include 
the technical information necessary for the Commission to make an informed decision. A 
standardized application would remove some uncertainty for companies and customers. 
The WSS members have started the development of such a standardized application. 

Many times the water industry has stated that the Commission and its policies 
were at direct odds to the groundwater conservation policies of Arizona. Staff disagrees 
with any such assertion. Staff believes that the Commission has been one of the few, if 
not the only State agency that has promoted the actual use of CAP water. Simply 
holding on to and paying for a CAP allocation does nothing to conserve groundwater. 
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However, Committee Members agree that the loss of CAP water, such as when a private 
water company can no longer afford to pay the holding costs of CAP, would be 
detrimental to the private water company‘s customers. The only way to conserve andor 
preserve groundwater is to use less of it or replace it (e.g., through the recharge of CAP 
water). Using CAP water is one of the primary ways to use less groundwater. The 
Commission has always had a policy of allowing the recovery of CAP costs once CAP 
water was used. Staff believes that continuing this policy with the modification 
suggested above will further encourage the use of CAP water and not just simply the 
holding of it. 

The WSS agreed that cost recovery for long term water supplies could be 
accomplished outside of a rate case in most instances. However, if the company is small 
enough or the costs associated with long term water supply are large enough to 
significantly change the companies entire cost structure, the Staff believes that a rate case 
is necessary. 

The ADWR and the Industry believes that Staffs proposal is a positive step. 
However, they feel that the proposal does not go far enough towards ensuring the 
recovery of CAP costs. The ADWR believes that Staffs proposal should guarantee the 
recovery of the cost of the companies entire CAP allocation regardless of how much of 
the allocation is used within the first five years. They also point out that while the ADWR 
would clearly prefer to see the use of CAP water replace mined groundwater as early as 
possible, this may not always be practical within the five year period. Also, the capital 
charge component of the CAP water, while significant, is minor in comparison to 
infrastructure costs associated with fulI  CAP utilization. 

As an alternative to Staffs proposal, the ADWR proposes that capital charges for 
the entire allocation be recoverable immediately if the company develops a plan which 
demonstrates that: 1) demand projections for the next 20 years equal or exceed the CAP 
allocation; 2) a portion of the allocation, determined on a case by case basis between 
ADWR, the Commission and the company, will be used within the first five years either 
through direct delivery or by recharging the water in a location which contributes to 
groundwater availability in the area of the provider’s wells; and 3) the use of CAP will 
increase over a period of time (to be determined in each case) up to the extent of the 
allocation. 

The ADWR also proposes that once a provider has exhausted its CAP supplies 
(i.e. they are being h l l y  utilized), groundwater use that is replenished by the Central 
Arizona Ground Water Replenishing District (CAGRD) should be handled similarly. For 
example, to the extent that a regulatory structure is established for member lands which 
provides for replenishment in an area where the provider’s wells will pump the water, 
CAGRD assessments should be hl ly  recoverable. Such a structure was established for 
member service areas in last year’s legislative session at the urging of Scottsdale and 
other providers. A similar proposal for member lands may be considered in this next 
session. The Industry believes that the ADWR‘s proposal for CAGRD membership and 
associated assessments may be necessary for some private water companies, especially 
where physical availability has been identified as a problem. Cost recovery in these 
instances should be allowed by the ACC. Membership in the CAGRD may also provide 
a mechanism for new growth to occur or to resolve conservation requirements. 
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RUCO is opposed to both Staffs and the ADWR’s proposals. RUCO believes 
that the recovery of the cost of CAP allocations should not be allowed until the allocation 
is actually being used. They contend that it is speculative and hypothetical to project what 
a company may do with CAP water over the next 5 years. RUCO has stressed the idea 
that the used and useful principle of ratemaking rules out proposals such as Staffs and 
the ADWR’s. According to RUCO, the used and useful principle cost recovery can only 
be allowed for water that is actually being used at the time the company applies for 
recovery. 

RUCO stresses that companies do not need to be actually delivering CAP water to 
their customers in order for the CAP allocation to be considered used and usehl. 
Alternative usage arrangements such as groundwater replenishment, water exchange 
agreements, etc. are acceptable to RUCO. RUCO has recently supported CAP cost 
recovery for three companies with such alternative usage plans: Paradise Valley Water 
Company rate case (Decision No. 6 183 I ) ,  Citizens Utilities’ Sun City Water Company, 
and the Sun City West Utilities Company. RUCO proposes that companies seeking 
recovery of costs associated with unused CAP allocations should be encouraged to 
actively seek such alternative usage arrangements. 

The industry opposes RUCO’s water supply recommendations. They believe that 
RUCO’s comments reflect a single-minded focus on rate minimization rather than open- 
minded consideration of various alternatives and do not reflect support for long range 
planning. Long range planning must extend well beyond a 5-year planning horizon. Each 
AMA has a slightly different goal and each water provider has unique water needs. 

PROS AND CONS: STAFF PROPOSAL ON CAP COST RECOVERY 
PROS: Would allow recovery of costs while encouraging companies to actually use their 
allocations. 

CONS: Cost recovery would be based on projections of future activity over five years. 
The Industry believes that the proposal could force water providers to use more CAP 
water than is needed within five years and in the event that a water provider could not put 
CAP water to use within 5 years could force the water provider to relinquish its CAP 
allocation. 

PROS AND CONS: ADWR PROPOSAL ON CAP COST RECOVERY 
PROS: Would allow recovery of costs while providing some encouragement for 
companies to actually use their allocations. Allows for longer-range water planning than 
either the Staff or RUCO’s proposals. 

CONS: Cost recovery would be based on projections of future activity over twenty years. 

PROS AND CONS: RUCO PROPOSAL ON CAP COST RECOVERY 
PROS: Would encourage the actual use of CAP water. 

CONS: May not allow for cost recovery for companies that are making a good faith 
effort to put their CAP allocation to use in the near future. 
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COMMENTS FROM THE INDUSTRY REPRESENTATIVES OF 
THE WATER TASK FORCE 

Submitted August 17,1999 

1. REGULATORY REFORM GOAL: 

STRENGTHEN THE FINANCIAL CAPABILITY OF THE 
WATER UTILITY INDUSTRY 

I .  Distribution infrastructure replacement cost recover?, mechanism. 

One of the most significant problems facing the Water Industry today is the required re- 

building of the existing infrastructure as is approaches the end of its useful service life. 

Based on a recent survey by the Environmental Protection Agency, i t  is presently 

forecasted that such investment needs nationwide during the next twenty years 

approaches $140 billion, of which nearly $80 billion relates to transmission and 

distribution system replacement. While substantial federal and state funding is available, 

it is clear that such amounts represent only a portion of the overall financing needs. 

Utilities and the customers served thereby will be called upon the provide the remainder. 

Under regulatory policies and practices existing in most states, utilities must first obtain 

or provide the necessary amounts to h n d  construction projects and see them to 

completion before seeking rate recovery. This is consistent with traditional “used and 

useful” ratemaking standard which prohibits charging current customers for the costs of 

capital assets not yet devoted to the provision of service. Once the assets are deemed to 

be used and usefbl, there begins a period for rate setting which generally delays the 

commencement of capital cost recovery for months or even years after the assets begin to 

serve customers. The problem is exacerbated due to fact that so many of the projects are 

ongoing and short in duration. For many utilities this is a game of constant catch-up. 

Given the tremendous projected capital requirements for future infrastructure 

replacement, the need for a new regulatory tool is clear. 
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One state facing extensive infrastructure replacement has introduced an innovative 

approach to cost recovery that eliminates to time and expense associated with the 

traditional approach to ratemaking. In 1996, the Pennsylvania legislature provided 

statutory authority for the Public Utility Commission to establish a tariffed automatic 

adjustment clause mechanism designed to give utilities the ability to periodically adjust 

rates via the introduction of a surcharge intended to recover the costs associated with 

infiastructure replacement programs, thereby significantly reducing the traditional 

regulatory lag. Given the title Distribution System Improvement Charge (“DSIC”), this 

mechanism considers the costs being incurred in connection with specific types of 

revenue-neutral projects designed to enhance water quality, fire protection reliability, and 

long-term system viability. These include: main and valve replacement, main cleaning 

and relining, fire hydrant replacement, and main extensions to eliminate dead ends. A key 

expected benefit of the DSIC is that it will enable utilities to accelerate infiastructure 

remediation. thereby making the projects more affordable for both the utilities and their 

ratepayers. Other potential benefits include greater rate stability and lower rate case 

filing expenses. 

Under the DSIC program, at the end of each calendar quarter utilities identify the original 

cost of eligible distribution system improvements place in service during that period, net 

of accrued depreciation. Such amounts are the used to compute a surcharge reflecting the 

associated depreciation expense and a return on investment based on actual capital 

structure and debt and preferred equity costs as of the end of the calculation period, and 

cost of equity approved in the respective company’s last general rate case. Such 

information must be filed with the PUC Staff and Consumer Advocate at least ten days 

prior to the effective date of the surcharge with is typically the first day following the end 

of the calendar quarter succeeding the measurement period. For example. the surcharge 

intended to begin recovering the cost of eligible additions during the first calendar quarter 

in a give year would typically begin on July 1 ”. 

The DSIC mechanism in Pennsylvania is not without significant ratepayer protections 

built in. They limit the surcharge to 5% of the total customer bill, and provide for annual 
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reconciliation audits, with over-collections rehnded with interest. The surcharge is reset 

to zero at the time of new base rates or at any time that it is determined the utility is over- 

earning. 

The effect of the DSIC thus far has been overwhelming. A number of other states have 

since begun considering the introduction of such a mechanism. Most recently, the 

Illinois legislature passed a bill designed to give the Illinois Commerce Commission the 

requisite authority to introduce such a mechanism in that State. 

The Regulatory Reform Committee of the Water Task Force respectfully requests that the 

Commission assess the anticipated infiastructure replacement requirements currently 

facing the water utilities in Arizona in light of existing ratemaking policies and practices, 

and strongly consider the merits of moving toward the establishment of a mechanism 

comparable to the Pennsylvania DSIC. 

2 .  Expanded utilization of existing pass-through mechanism. 

In 1997, the Arizona Legislature passed Senate Bill 1252. This bill was enacted to create 

the statutory basis for the Arizona Corporation Commission to implement a mechanism 

under which regulated water utilities may be afforded an opportunity to reflect in rates 

the effects of changes in specific costs without the necessity and expense of tiling a 

general rate case. The operating costs that may be considered in this procedure are 

limited to specific, readily identifiable costs that are subject to the control of another 

person, including the cost of purchasing electricity or gas, the cost of purchasing water 

from another utility or municipality, and the payment ofproper taxes or similar taxes and 

assessments that may be levied on the utility. 

Although the initial reaction to the passage of this legislation was positive, the anticipated 

widespread utilization has never materialized. Thus far only one utility has applied to the 

Commission for authority to adjust rates under the provisions on this mechanism. There 

are a number of reasons that have been cited for the lack of utilization, including 
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ambiguities in the language of the statute and concerns about the symmetry that would 

exist between rate increases and rate decreases. However the common understanding is 

that the Staffs proposed surcharge rules presented to the Water Utilities Association at 

their annual meeting were unreasonable. The opposition of a former Commissioner led to 

Staff implementation proposals that would have required a Company that filled for and 

received a postage surcharge, for example, to file sur-refunds not limited to decreases in 

postage cost but including decreases in ANY of the other cost elements eligible for 

surcharge treatment. This would be required even though the Company had not been 

passing on increases in these other cost elements. Continuing the postage example, if that 

same company experienced a decrease in power, purchased water or taxes they would be 

required to file for a sur-refund. 

Generally, the water utility industry believes that Staff has developed implementation 

guidelines for the approval ofapplications under a S.B. 1252 filing that do not match the 

intent or the language of the Bill. Potential applicants become easily discouraged when 

investigating the usage and possible parameters of S.B. 1252 with Staff. Staffs 

guidelines lack the support of a prior decision, policy statement, rule or any official 

position of the Commission. Clarity of the intent and application of S.B. 1252 is sorely 

needed before its usage will achieve the objectives of its promoters and supporters. 

For whatever reasons the surcharge authority of SB 1252 is not being fully utilized. The 

legislation creating this pass-through mechanism was intended to address uncontrollable 

cost increases being experienced by water utilities in Arizona and to help strengthen their 

financial capability. I t  is recommended that the Commission clarify their policy on 

surcharge applications and limit increases or decreases to the specific operating cost 

included in each companies approved surcharge(s) This matter might also be explored to 

determine what changes (Le., legislative; procedural, etc.) might be made that would 

foster expanded use of the mechanism. 

3 .  The damage from existing and previous depreciation practices needs to be 

recognized when establishinz rates for the smaller water companies. 
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I t  . . 

In the mid 80’s the Staff attempted to “help” water companies by increasing their cash 

flow to a level that would at least cover their established cash expenses and debt service 

requirements even if they were denied a reasonably sufficient operating income. 

Depreciation rates were doubled for small water utilities, increasing from approximately 

2.5% to 5%. This increased cash flow but aggravated the industry’s problems. 

Funds received through the artificially high book depreciation rates were not available to 

be reinvested in plant; they were required to meet cash expenses and debt service. The 

high book depreciation rates would result in net utility plant being exhausted (no rate 

base value) at a time when the physical facilities had 20 to 30 years of additional life. 

Most water plant has a 40 to 50 year life, under the 5% depreciation rate its economic 

value is gone at 20 years. Although today’s Staff recognizes the error of a 5% 

depreciation rate and is recommending changing to a more realistic rate during general 

rate proceedings, no one has yet addressed the problem over the remainder of this utility 

plant cycle. 

The effects of this policy will extend over the next 20 to 30 years. Once utility plant is 

h l ly  depreciated, providing adequate earnings and cash flow becomes very challenging. 

Since rate base is zero or perhaps even negative the traditional ratemaking formula 

doesn’t produce any authorized net operating income. Allowances for depreciation 

expense are no longer available. Without net operating income or depreciation allowance 

there is no source of h n d s  for plant investment. 

Some water utilities were further penalized because they were unable to earn their 

authorized rates and operated at a loss over a number of years. During the loss years the 

companies did not actually recover their 5% depreciation allowance. Nevertheless at rate 

case time Staff would blindly deduct the entire depreciation allowance whether recovered 

through the rates or not. Rate setting principles provide that a utility company is entitled 

to a both a return on its investment while it is devoted to serving the public and a return 

of its investment as it is used up. The return ofinvestment is a source of funds that is 
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assumed to be reinvested in utility plant. Unfortunately small water company regulation 

has not worked this way in Arizona. 

How can effect of these misguided depreciation practices be remedied by the current 

Commission? There is no best single solution. It is encouraging that changes are already 

taking place to correct the excessive 5% rate, but remedies to address the long term 

effects are also required. Such remedies could include increases in allowed rates of return 

to compensate for the early exhaustion of net utility plant; pro forma staff rate case 

adjustments to net utility plant: ( I )  to eliminate depreciation allowances that were not 

recovered through the rates; (2) to add back an increment of utility plant in rate base 

computations as if it had been depreciated over its economic life on a straight line basis 

(recognizing that the Company should have earned a fair return on its investment over the 

life of the plant; an additional depreciation allowance would not necessarily be provided 

because the company has already recovered a return of its investment); (3) as the 

depreciation rate is reduced from 5% to 2 % or 2.5% during a rate proceeding replace the 

lost cash flow with a rate of return adjustment, i.e. a 3% or 2.5% return increment 

respectively on gross utility plant; (4) authorizc an Operating and Maintenance Reserve 

that would be funded by an annual charge equal to 1% to 5% of utility plant. The charge 

would be deposited in a restricted interest bearing account that could only be used for 

operations or maintenance expense items not included in the authorized rates, for 

example major pump repair, tank painting, etc. 

REDUCE THE NUMBER OF SMALL, NON-VIABLE WATER 

SYSTEMS THROUGH NEW RULES AND PROCEDURES 

1. Limit the formation of start-ur> water utility companies by developers and 

inexperienced organizers. Do not issue CCN’s to newly established start-up water 

companies until all options to have service provided by an existing viable 

company have been exhausted. Provide notice to existine companies of the need 

to serve newly developing areas and solicit statements of interest. 
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2. EncouraPe industry consolidation to develop larger and stronger companies with 

greater managerial. technical and financial capability. 

Any consideration of consolidation of the water utility industry in Arizona should not be 

limited to smaller Class “D” and “E” companies. Larger companies should not be 

excluded fiom the benefits of industry consolidation. It is likely that consumers benefit 

from the economies of scale realized by the combination of merged entities regardless of 

the individual sizes of acquiring companies. 

The California Public Water System Investment and Consolidation Act of 1997 (the 

“Act”) specifically states that “scaled economies are achievable in the operation of public 

water systems”. Further, the Act states that “providing water corporations with an 

incentive to achieve these scaled economies will provide benefits to ratepayers”. The 

California Act does limit its interpretation or application to the size or viability of water 

systems. The California legislators and Commission have realized that water sources are 

finite and fewer numbers of distributors of the product accrues to the benefit of the 

ratepayer. 

For purposes of acquisition adjustments, the California Act generally provides that 

acquisitions of water companies utilize the fair market value (FMV) approach when 

considering the value of the water system infrastructure assets. However, the Act further 

provides that the Commission may also include the difference between FMV and 

reproduction cost when the value differences are considered “fair and reasonable”. The 

California Commission uses a four level evaluation criteria to determine allowable 

differences between FMV and reproduction cost as follows: ( 1 )  the affect on water 

system reliability, (2) improvements in compliance of health and safety regulations, (3) 

the ability to achieve economies of scale that would otherwise not be available but for 

acquisition, and (4) the fair and equitable affect on current customers. The representatives 

of the Arizona water utility industry members of the Water Task Force unanimously 

support the California Act and encourage the Commissioner’s consideration of same. 
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In addition to those provisions of the California Act, the representatives of the water 

industry on the Water Task Force believe that any policy developed by the Commission 

which considers incentives to encourage industry consolidation should ensure that an 

acquirer of a water company should not be penalized for the acquisition through 

application of a negative rate base acquisition adjustment. Instances where negative 

adjustments to rates due to negative acquisition adjustments are not as common. 

However, there any undoubtedly many opportunities for acquisition of smaller water 

systems by larger, more resourceful companies that could be discouraged if the acquiring 

company believed that negative acquisition adjustments would affect current rates or 

return of, or on, investment. 

3. Provide suecial incentives to encourape the takeover of non-viable companies of 

any size or any Class D or Class E water utility on the presumption that merelv 

because of their size thev cannot provide the managerial. technical and financial 

resources need to complv with the SDWA. 

4. Permit Use of Prospective Test Years in Rate Applications: 

According to the National Association of Regulatory Utility Commissioners 

(“NARUC”), the Commissions of approximately thirty (30) states permit the use of 

prospective test years for rate applications’. Staff argues that utilization of historical test 

years in rate applications makes sufficient provisions for the effect of future water system 

investment through consideration of “known and measurable” expenses. The critical 

difference in Staffs viewpoint with that of the water industry is a matter of perspective. 

Water industry representatives of the Water Task Force believe, as is conducted in many 

other states without difficulty, that rate applications can include specific, highly 

scrutinized planning for capital expenditures and operating expenses that can be predicted 

with a high degree of certainty in both cost and timing. A rate adjustment applicant can 

provide a capital expenditure that details the degee  of investment and the timing of same 

I 17“‘ Annual Western Utility Ratc School. April 1997. San Dirgo. California 
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over future months and years. Rate adjustments can be granted from the perspective of a 

contract being entered into between the applicant and the Commission. Prospective rate 

adjustments can be conditioned on the amount of investment and the actual occurrence of 

expenditure. In the event capital expenditures for improvements to water systems are not 

made pursuant to the capital expenditure program filed as part of a rate application, the 

previously granted rates would not become effective. The completion milestones of 

accomplished capital projects are sufficiently easy to measure to ensure delivery of actual 

benefit to the customer. 

The “business as usual” perspective of Staff requires expenditure of the capital amounts 

first and recovery, subject to the usual regulatory delays, thereafter. This policy is 

discouraging to water system owners and operators in the consideration of needed 

improvements to the water systems. Water system operators generally know, or can 

readily determine, what improvements are required in their water systems. The cost 

associated with such improvements is as easily determinable. The rate adjustment 

application process is sufficiently resourcehl to determine a realistic implementation 

schedule of water system improvements. The water industry representatives of the Water 

Task Force believe adoption of a policy of prospective test years would encourage water 

systems improvements at a rate much more rapid than those presently occurring. The 

water industry representatives of the Water Task Force would not be opposed to adoption 

of prospective test years for rate applications with reasonable qualifications and 

conditions including punitive operational and economic consequences for rate applicants 

that did not achieve the scheduled results. 

PROVIDE GREATER EMPHASIS OF SIMPLIFYING. SHORTENING 

AND REDUCING THE COST OF RATEMAKING 

AND REGULATORY COMPLIANCE 

1. Eliminate unnecessary andor redundant filing requirements and forms. and 

introduce computerization into the filing process. 
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Many of the water utilities in Arizona, particularly the smaller ones, are concerned about 

the volume and extent of informational and other filing requirements imposed by the 

ACC. Some of the requirements originated many years ago when circumstances were 

quite different from today, and prior to the introduction of sophisticated computer tools 

that are now at our disposal. In connection therewith, the Regulatory Reform Committee 

of the Water Task force recommends that a determination be made with respect to the 

continuing need for and value of the quantity and variety of information presently 

required to be filed with the Commission. This would encompass an assessment of the 

current rate case filing requirements, required annual report contents, and the level of 

detail that water utilities are obligated to include in other types oftilings. 

In addition to an evaluation of current filing requirements, it  is also recommended that 

consideration be given to automation of the filing process. In today's business world, 

even the smallest of companies have access to a personal computer. The current filing 

process could be significantly enhanced by creating a library of standard reporting forms 

on computer disks that could be copied for use by affected companies. This process 

should include exact copies of the electronic spreadsheets used by Staff in the assessment 

and analysis of rate applicant's filings. This improvement has the potential to 

significantly reduce the time and cost associated with routine filings with the 

Commission. In connection therewith, the Commission should also explore the possibility 

of introducing the option of electronic filing. Many major regulatory agencies such as 

the Federal Energy Regulatory Commission, Federal Communications Commission, and 

the Securities and Exchange Commission, already allow companies subject to their 

jurisdiction to file annual reports via electronic means. The ACC should strongly 

consider the potential benefits associated with automation of the filing process. 

2. Reduction in Regulatorv Lag Associated with Rate Decisions: 

The water industry representatives of the Water Task Force strongly encourage the 

Commission and Staff to search for ways in which the affect of regulatory lag may be 

reduced. At present, many months stretching to more than a year may be required to 
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determine the appropriateness of rate adjustments. The affect of regulatory is, by itself, a 

discouragement to water system owners to file rate applications at all. No rule, regulation, 

or policy should be adopted or passed which does not consider how regulatory lag may 

be reduced. 

11. IMPROVEMENTS IN CONSUMER EDUCATION GOAL: 

The water industry representatives of the Water Task Force would like to propose a three- 
prong approach whereby the Arizona Corporation Commission; the water utility industry 
and RUCO would take the lead in educating our customers. All three of these groups 
have the knowledge; experience and manpower to present and communicate with the 
consumers on many issues which are facing our industry. The following are some of the 
tasks, which each group can contribute to better educate our customers. 

Arizona Corporation Commission (ACC) 

(a) Web site - Although ACC already has a Web Site (111113 - Y  \Y!LLLIL.L:~!LU~) in 
existence, I believe this Web site should be hrther promoted to the public at large 
in order for them to learn more about what’s happening at the ACC. 

(b) Continue publishing “Water News” on a quarterly basis. 

(c) Continue making visits to each county on an annual basis to discuss issues related 
to consumers, water utility industry and the local governmental officials. 

(d) Form a Task Force at the county level, which will be in charge to educate and 
coordinate the issues in the water industry. The Task Force should consist of two 
representatives fiom each of the following: ACC, water utility industry, consumer 
group, and county officials. 

(ii) Water Utility Companies 

(a) ADEQ requires that as of October 1, 1999 each water utility company publish a 
“Consumer Confidence Report” for the previous year. This report will be 
published on an annual basis and will cover a variety of issues directly related to 
the operation of that particular water utility company. 

(b) On a volunteer basis, the ACC should encourage water utility companies to 
publish a company newsletter, a “Customer Service Reference Guide” (see 
enclosed) or provide the customers with a publication from the American Water 
Works Association or a similar organization dealing with issues such as 
conservation, quality of water, quantity of water, etc. 

12 Appendix 



(c) Encourage water utility companies on a volunteer basis to publish in their local 
newspaper or to discuss on a local radio/television station local issues related to 
the water industry. 

(iii) RUCO - Encourage RUCO to prepare a publication explaining basic issues in the 

water utility industry such as: 

1.  How to read a balance sheet and income statement. 
2. Explain what is a rate base. 
3 .  Explain how the rate case is developed. 
4. Explain how to form a water user association. 
5. Explain how to intervene in an ACC proceeding. 

This kind of publication can greatly assist the consumer to understand some very 
complex issues facing the utility industry. 

The water industry believes that better informed customers should expect safe and 
drinkable water to flow from his household tap. We, in the water utility industry, must 
insure our customers to receive the highest value to which they are entitled. A well 
informed customer can help us serve him better. 

CONCLUSION 

The representatives of the water industry appreciate the opportunity to participate in the 
ACC’s Water Task Force. It  is clear that many important issues require attention and 
resolution. The representatives believe that with proper economic incentives, motivation 
and opportunity that the natural capabilities of the market place can resolve most or all of 
these issues. Conversely, decreased and efficient regulation provides a similar benefit that 
can achieve levels of prosperity and compliance in an industry that is sorely deficient. 
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WATER TASK FORCE 
COMMENTS OF THE RESIDENTIAL UTILITY CONSUMER OFFICE 

AUGUST 16.1999 

REGULATORY REFORM SUBCOMMITTEE 

ISSUE NO. 1 - REDUCE THE NUMBER OF SMALL, NON-VIABLE 
WATER SYSTEMS THROUGH NEW RULES AND 
PROCEDURES 

A large number of the state's water utilities are small in size, quite often 
uneconomical, and experience operational problems that they are often 
unequipped to handle. A potential solution to some of the small non-viable utility 
problems is the acquisition by larger, better-run utilities. However, it is apparent 
that acquisition of small, uneconomical, non-viable water systems will not occur 
absent some sort of regulatory incentive. Most, if not all, of the Task Force 
members were in agreement on the need for regulatory reform in this area. 
Agreement, however, was not reached regarding the appropriate incentives and 
circumstances under which such incentives would be available. 

It is RUCOs position that regulatory incentives for acquisition should be available 
only in those instances where absent the incentive, the acquisition would not take 
place. For example, acquisitions of larger well-run utilities by other similar type 
companies are common place and currently occur without the need for 
incentives. In such situations incentives are unnecessary and would simply 
constitute regulatory gifts. Incentives should be available only for small utilities 
(in general Class D & E) that are determined to be non-viable. The Commission 
in the context of the acquisition proceeding would determine viability. The 
acquiring company would bear the burden of demonstrating the non-viability of 
the acquired company. 

RUCO strongly opposes the use of acquisition adjustments as a regulatory 
incentive to acquisition. We believe a policy that would allow rate recovery of 
acquisition adjustments (the excess purchase price over net book value) would 
ultimately allow regulated companies to set their own rates in a monopoly 
environment. Further, the Commission would have no control over the level of 
regulatory incentive because the buyer and the seller would be able to set the 
level of the incentive through the asking and purchasing price. A situation would 
result where the rate bases of utilities could be inflated by the mere buying and 
selling of property. Both buyer and seller would realize windfall profits through 
the inflated purchase price with captive ratepayers funding such windfalls. The 
Commission has options other than acquisitions adjustments to create incentives 
for larger utilities to acquire small non-viable systems. 
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Option 1 - Allowance of an incremental premium on the Company's authorized 
rate of return. In light of the additional risks a purchasing utility 
takes on when acquiring a non-viable system, an additional rate of 
return would be authorized by the Commission. This option would 
create a monetary incentive for the acquisition of non-viable 
systems, yet unlike an acquisition adjustment, the authority to 
determine the appropriate level of the incentive would remain with 
the Commission. 

Option 2 - A surcharge mechanism that would allow the acquiring company to 
obtain upfront ratepayer funding of the capital investment 
necessary to make the acquired system viable. Since there is a lag 
between a company's outlay of cash for capital investments and the 
recognition of the investment in rates, this creates disincentives for 
acquisition of non-viable companies. This disincentive can be 
removed by creating a regulatory mechanism that would allow the 
estimated cost of the necessary improvements to be included in a 
rate surcharge and funded upfront by ratepayers. Once the 
improvements were completed, the cost estimated would be trued 
up to actual. 

Option 3 - A deferral accounting order that would allow the acquiring utility to 
defer for future rate recovery extraordinary repair and maintenance 
costs necessary to improve the quality of service of the non-viable 
acquisition. The amount ultimately recoverable would be 
determined in the context of a rate case. 

ISSUE NO. 2 - STRENGTHEN THE FINANCIAL CAPABILITY OF THE 
WATER UTILITY INDUSTRY 

Although the Task Force did agree this was an issue, it was never discussed in 
depth. RUCO believes the issue of financial capacity is closely related to the 
small non-viable water company issue discussed above. The acquisition of 
these types of systems by larger better-run utilities would, for the most part, 
address this issue. In addition, RUCO suggests the following: 

1) Increase the number of small water company workshops conducted by 
ACC Staff. Expand the scope of the workshops to include information on 
utility accounting, effective financial planning, capitalization alternatives 
(i.e. ClAC vs. Equity, AlAC vs. Debt), etc. 

2) Change AAC Staff policy of using 5% depreciation rates for small utilities. 
This policy has resulted in negative rate bases for numerous small to 
medium water companies. 
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3) Encourage water companies to file rate cases in a timely manner. Provide 
ACC assistance to those small companies that do not have the technical 
expertise to complete their own rate applications. 

ISSUE NO. 3 - SIMPLIFYING, SHORTENING, AND REDUCING THE 
COST OF THE RATEMAKING PROCESS 

I 
The Task Force members all agreed this was an area that could benefit from 
regulatory reform. Members had differing opinions on how this should be 
accomplished. RUCO suggests the following: 

Develop a comprehensive set of minimum filing requirements (MFRs) to 
be required with all rate applications. The MFRs would be designed to 
supply Staff and RUCO with certain generic accounting data that is 
necessary in all cases to perform a regulatory review. The MFRs would 
include such items as the general ledger, year-end closing journal entries, 
test year billing determinants, monthly operating reports, schedules of 
plant retirements and additions, etc. This would cut down on the number 
of initial data requests and also remove the 10 day time constraint the 
utilities currently operate under. 

Improve communications and cooperation among utilities, Staff, and 
RUCO during the rate review process. Conversations between the utility 
and the respective analyst can cut down on discovery by clarifying 
information needs and constraints. An initial meeting between the utility 
and the analyst to explain the salient points of the application and to 
answer questions informally would help narrow the scope of the analyst's 
review. 

Negotiation and settlement discussions can reduce the number of litigation 
issues, reduce rate case expense, and result in fair and reasonable 
results. 

Stricter application of ACC sufficiency requirements. Quite often 
extensive discovery and audit work is required simply because of 
calculation errors, data omissions, incorrect billing determinants, etc. 
included in a utility's application. Quite often these problems are not 
resolved at the discovery stage and then require additional resources to 
litigate. These types of problems should be resolved before the rate 
application is found sufficient. 

ISSUE NO. 5 - 
16 Appendix 

IMPROVE CUSTOMER EDUCATION 



Although there was very little discussion by the Task Force on customer 
education, all agreed it was an issue. From phone calls that RUCO receives 
from the utility customers it is apparent that the average customer is uninformed 
as to the state agencies that deal with utilities, the regulatory process, and their 
individual participation options in the process. RUCO suggests the following: 

I 
1 1  
I 

1) Schedule public meetings at various locations throughout the state. The 
purpose of these meetings would be to educate consumers regarding the 
different state agencies that deal with utilities and each agency's specific 
role. The meeting would also present information regarding the various 
options open to consumers when they have complaints/ concerns 
regarding their utility company. Meetings would be announced via 
advertising in local newspapers. 

2) Develop and distribute statewide a newsletter that contains the information 
identified in item no. 1 above. 

3) Develop a web site that includes the above information. Place 
advertisements statewide regarding location of web site. 

While RUCO supports all of the above suggestions we recognize that all will 
require expending additional resources beyond what is currently included in state 
regulatory agencies' budgets. Additional appropriations would probably be 
required. 

ISSUE NO. 5 - INCREASE INTERAGENCY COORDINATION 

While most of the utility Task Force members agreed that this was a significant 
issue, RUCO, and to some extent Staff, did not perceive the same problems. 
Staff argued that many of the specific coordination efforts the utilities indicated 
they would like to see were already in effect. From a practical standpoint RUCO 
recognizes that the objectives, mandates, and goals of the individual state 
agencies that deal with utilities are different and therefore complete coordination 
is not realistic. RUCO also pointed out that while the ACC can change its way of 
doing business, it has no control over, for example, ADEQ, DWR, or RUCO. 
While the goal of interagency coordination is desirable, RUCO believes the other 
four issues identified by the Task Force are within the control of the ACC and 
therefore are more obtainable. 

WATER SUPPLY SUBCOMMITTEE 
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The Residential Utility Consumer Office (I'RUCO") offers its comments regarding 
Central Arizona Project ("CAP) cost recovery for water utilities. 

RUCO acknowledges and supports the State of Arizona's water policy goals, 
namely to protect Arizona's groundwater supplies. RUCO believes that this 
policy is important and should be considered when determining whether water 
utilities under the jurisdiction of the Arizona Corporation Commission should 
receive cost recovery for CAP water. 

However, each utility is unique and its request for recovery of CAP expenses 
must be based on its individual history. RUCO's position is that prior to cost 
recovery being considered, each utility must be using the CAP water (the used 
and useful ratemaking principle). Although comments were requested on a five 
year plan, RUCO's position is that it is speculative and hypothetical to project 
what a company may do with CAP water over the next 5 years. Many 
intervening events may occur and ratepayers may be paying for water that the 
utility has never used and ratepayers have never received. Before ratepayers 
should be asked to pay for CAP water, actual CAP water should be flowing 
through the companies' pipes and used by their customers or some other CAP 
usage alternative such as groundwater replenishment, water exchange 
agreements, etc. should be in place and effective. 

Additionally, RUCO offers this comment in regard to the February 10, 1999, letter 
which sets forth a consensus agreement regarding CAP long term planning 
expenses. RUCO did not agree that expenses from CAP long term planning 
should be specifically noted as an expense for which a water utility should seek 
cost recovery. However, RUCO did not oppose that water utilities may apply to 
the Commission for cost recovery of CAP expenses outside of a rate case. 
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ARIZONA DEPARTMENT OF WATER 

RESOURCES 
Office of Assured and Adequate Water Supply 

500 North Third Street, Phoenix, Arizona 85004-392 1 
Telephone (602) 4 1 7-2460 

Fax (602) 4 17-2423 JANE DEE BULL 
Governor 

RITA P. PEARSON 
Director 

MEMORANDUM 

To: Matthew Rowel1 
Arizona Corporation Commission 

From: Steve Rossi 
Department of Water Resources 

Date: August 12, 1999 

Re: Comments on Draft Report 

At the last Water Task Force Meeting, the group agreed to another round of comments on the 
drat? report prepared by commission staff. The following are the Department’s comments 
regarding the water supply portion of that report. 

The proposal by ACC staff is to allow recovery of costs today if the CAP allocation is to be used 
within five years. The provider must refund the fees if the water is not used. In general, the 
concept of setting some guidelines that providers must follow in exchange for greater certainty 
regarding the recovery of CAP costs is a positive step. However, as I pointed out in prior 
comments, there is a need for additional depth and some changes to these guidelines before they 
can be considered workable. 

There is a presumption (though it is unclear in the report) that a provider is eligible for recovery 
of only that which is used in the five year period. Thus, if a provider is able to use only half of 
the allocation in this period (whether the demand exists for the f i l l  amount or not), only half of 
the costs are recoverable. The problem with this approach is that it fails to place any value to 
current and future customers on that portion of the CAP allocation not used within the five year 
period. To deny recovery of the costs because the water may not be needed for five or more 
years is counterproductive to sound long-term water supply planning principles. 

While the Department would clearly prefer to see the use of CAP replace mined groundwater 
supplies as early as possible, we recognize that in this may not always be practical within the five 
year period. The capitals charge component of the CAP water, while significant, is minor in 
comparison to infrastructure costs associated with full CAP utilization. 

As an alternative, we propose that capital charges for the entire altocation be recoverable 
immediately if the provider develops a plan which demonstrates that: 1) demand projections for 
the next 20 years equal or exceed the CAP allocation; 2) a portion of the allocation, determined 
on a case by case basis between ADWR, ACC and the provider, will be used within the first five 
years either through direct delivery or by recharging the water in a location which contributes to 

- 
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groundwater availability in the area of the provider’s wells; and 3)  the use of CAP will increase 
over a period of time (to be determined in each case) up to the extent of the allocation. 

In addition, once a provider has exhausted its CAP supplies (Le. they are being fully utilized), 
groundwater use, which is replenished by the CAGRD, should be handled similarly. For 
example, to the extent that a regulatory structure is established for member lands which provides 
for replenishment in an area where the provider’s wells will pump the water, CAGRD 
assessments should be fully recoverable. Such a structure was established for member service 
areas in last year’s legislative session at the urging of Scottsdale and other providers. A similar 
proposal for member lands may be considered in this next session. 

Please contact me if you would like to discuss these comments further prior to our next meeting. 
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AWC’s industry Rebuttal Response To Recommendations Submitted 
To The WUTF 

Submitted September 20,1999 

On August 25, 1999 a Special Open Meeting of the Arizona Corporation Commission 
was scheduled to discuss comments submitted for the Task Force’s report and to set a due 
date for rebuttal comments. September 17, 1999 was the date set for submission of 
rebuttal comments to Matthew Rowell, the Commission’s Task Force Chairman. 

Comments were presented at the Special Open Meeting from: 
0 

0 R. W. Trimble 

0 Industry Representatives (Industry) 
0 

Department of Water Resources (DWR) 

Residential Utility Consumer Office (RUCO) 

Arizona Corporation Commission Staff (Staff) 
Arizona Water Company is providing the following industry rebuttal comments to the 
commentary and recommendations of DWR and RUCU. I t  reiterates the Industry’s June 
29, 1999 comments on the Staff Report recommendations as part of this response, 

DEPARTMENT OF WATER RESOURCES 
Industry supports the DWR recommendations 

Recovery of Cap Costs - DWR disagreed with the Staff recommendation and stated that 
to deny recovery of CAP costs because the water may not be needed for five or more 
years is counterproductive to sound long-term water supply planning principles. 

Industry supports DWR’s recommendation that capital charges for the entire allocation 
be recoverable immediately if the provider develops a plan which demonstrates that: 1 )  
demand projections for the next 20 years equal or exceed the Cap allocation; 2) a portion 
of the allocation, determined on a case by case basis between DWR, ACC and the 
provider, will be used within the first five years either through direct delivery or by 
recharging the water in a location which contributes to ground water availability in the 
area of the provider’s wells; and 3 )  the use of CAP will increase over a period of time (to 
be determined in each case) up to the extent of the allocation. 

Industry also agrees that CAGRD assessments should be fully recoverable. 

Recovery Of Conservation Costs - Industry agrees that the Staff recommendations do 
not address the need for greater certainty regarding the recovery of conservation costs; 
i.e. a safe harbor for recovery of conservation costs. DWR correctly points out that the 
Staffs recommendation results in a “business as usual” approach. It provides a several 
new layers of bureaucratic approval and tests but no greater certainty. As DWR said: 
“This situation is not acceptable”. The Commissioners need to endorse the concept of 
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regulatory safe harbors for cost recovery and direct the Staff to develop policies in that 
framework. 

RESIDENTIAL UTILITY CONSUMER OFFICE 

1.  Reduce The Number Of Small, Non-Viable Water Systems Through New 

Rules And Procedures. 

RUCO recognizes the problem: “A large number of the state ‘s water utilities are small in 
size, quite often uneconomical, and experience operational problems that they are often 
unequipped to handle. ” However, RUCO’s short-term focus on rate minimization for 
residential customers confines the scope of its analysis and recommendations to a limited, 
sub-optimal change in Commission policy. . 

RUCO is unable to acknowledge even the potential benefit of water industry 
consolidation in Arizona. Instead they argue that i f a  variant of the California fair market 
value approach to encouraging consolidation throughout the water utility industry was 
adopted in Arizona: 

“...the rate bases of utilities could be inflated by the mere buying and 
selling of property. Both buyer and seller would realize windfall profits through the 
inflated purchase price.” 

Although this was a legitimate concern earlier this century when giant holding companies 
were able to manipulate their portfolios, it is ludicrous in Arizona today. The water 
industry is facing unprecedented capital demands to deal with growth, water supply and 
water quality. The shortage is capital to invest not projects to invest in. What rational 
buyer would pay even !5 1 .OO more than necessary to purchase a water company? The 
buyer would have no difficulty investing the amount of RUCO’s inflated purchase price 
in actual water facilities that would provide hard assets and solve actual problems. 
RUCO’s claims that a buyer would benefit and presumably realize “windfall profits” by 
inflating rate base are without merit. Limiting the California fair market value approach 
to only non-affiliated buyers and sellers would eliminate any incentive for collusion. 

The California Public Water System Investment and Consolidation Act of 1997 (the 
“Act”) specifically states that “scaled economies are achievable in the operation of public 
water systems”. Further, the Act states that “providing water corporations with an 
incentive to achieve these scaled economies will provide benefits to ratepayers”. The 
California Act does riot limit its interpretation or application to the size or viability of 
water systems. The California legislators and Commission have realized that water 
sources are finite and fewer numbers of distributors of the product accrues to the benefit 
of the ratepayer. 

Consolidation of the industry based on fair market values would encourage larger and 
stronger companies with greater managerial, technical and financial capability. 
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2. Strengthen The Financial Capability Of The Water Utility Industry 

“RUCO believes the issue of financial capacity is closely related to the small non-viable 
water company issue discussed above. The acquisition of these types of systems by larger 
better-run utilities would, for the most part address this issue.” Doesn’t this support the 
goal of broad industry consolidation? 

RUCO’s three recommendations are acceptable but are unlikely to have the desired 
impact. They are very limited and conservative. A broader range of initiatives should be 
employed to deal with this problem; e.g. 

Distribution infrastructure replacement cost recovery mechanism. 

Expanded utilization of existing pass-through mechanism. 

1. Provide Greater Emphasis Of Simplifying, Shortening And Reducing The Cost 

Of Ratemaking And Regulatory Compliance 

The first and last of RUCO’s four recommendations would complicate, lengthen and 

increase the cost of ratemaking for the water industry, they should be rejected outright. 

0 RUCO’s first recommendation would significantly expand the content of the 

existing Standard Filing Requirements to include extensive supporting and 

backup data such as: 1) The company’s entire general ledger 

2) Year-end closing journal entries 

3) Test year billing determinants 

4) Monthly operating reports 

5 )  Schedules of plant retirements and additions 

6) Etcetera 

0 RUCO’s fourth recommendation advocates stricter application of the 

Commission’s sufficiency requirements so that Staff would be required to 

dissect each application looking for calculation errors, data omissions, 

incorrect billing determinants, etc. This recommendation shifts a portion of 

RUCO’s work to the Staff and is directly at odds with the goal it purports to 

support. 

WATER SUPPLY SUBCOMMITTEE 
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RUCO’s water supply recommendations are off point. The reject the Staffs 5 year time 
period and are at odds with the second consensus goal of strengthening the financial 
capability of the water utility industry. They reflect a single-minded focus on rate 
minimization rather than open-minded consideration of various alternatives. 

ARIZONA CORPORATION COMMISSION STAFF 
Industry Supports Many Of the Staff Recommendations In Principle 

Staff reorganized its earlier recommendations under the five consensus goals adopted by 
the Regulatory Reform Subcommittee, Water Supply and Conservation. Industry 
generally supports the thrust of this recommendation but not all of the details as 
explained in the earlier Industry Response to the Staff Report which is reproduced below. 
This commentary refers to pages in the earlier Staff report. 

1. Rate of Return (page 3) 
0 

0 Supports Goal ## 3. 
0 

Minimal discussion of this topic 

Industry agrees with concept and willing to help develop implementation plan in a 
manner to also support Goal # 2 

2. Phase in Rates (pages 3-4) 

0 

Not discussed. Unclear what Staff is recommending. 
Undermines Goals # 2 and # 3 - Appears that a “large” rate increase might trigger 
only a limited or partial rate increase at the time the Decision was issued and 
result in the deferral of the full amount of the revenue requirement until a later 
date. If this is what the Staff is recommending it could further damage the 
financial capacity of the water utility industry, while lengthening and 
complicating the rate making process. 
Industry opposes this concept and any recommendations that further weakens the 
financial capacity of the industry or lengthens the ratemaking process. 

3. Property Tax (page 4) 

0 Minimal discussion. 

0 

Supports Goals #2 and # 3 

industry recommends that the existing manner of determining and paying water 
utility property taxes be replaced with a percentage of revenue tax that would be 
paid monthly to the Department of Revenue (DOR). Revenue is already a key 
variable in the formula used by the DOR to determine each water utility 
company’s full cash value. The replacement tax would be an add-on to the 
customers’ water utility bills. The tax collected could be reported and paid to 
DOR as part of the sales tax return. Industry is willing to help develop detail 
recommendations and implementation plan. 

Industry favors a change. Although not previously discussed, the 

4. Electronic Filing (page 4) 
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r .. . . __ . . __ . 

Minimal but adequate discussion. 
Supports Goal # 3 

0 Industry supports a voluntary electronic filing program and recommends 
that the Commission develop electronic templates and instructions that would be 
available fiom the ACC web site. 

5. 4Rate Design (pages 4-5) 

0 Never discussed. 

0 

Undermines Goals # 2 and # 3 
Industry strongly disagrees with a mandatory three-tier rate structure and the 
confiscation of utility revenue. 

6. Automatic Rate Increases (pages 6-7) 

0 Never discussed. 
0 

0 

Supports Goal # 2 and ## 3 
Worthwhile concept but exclusion of “A” and “B” companies, 

qualiFying requirements and annual two and one half month timetable are 
arbitrary and likely unworkable. Industry willing to help develop detail 
recommendations and implementation plan. 

7. Rates Tied to Conditions (page 7) 

0 Never discussed. 
0 

8 .  Future Test Year (page 7) 

0 

Not aimed at any of the RRS goals. 

Minimal discussion of industry recommendation. Staffs opinion is: 
“. ..that the present test year method is adequate, workable and accurate.” The 
remaining question is: Does the present test year method produce desired results‘? 
Changing the existing method would be one way to improve the financial 
capability of the industry. 

0 Supports Goal ## 2 
0 Industry willing to help develop detail recommendations and 

implementation plan. 

9. Generic Hook-Up Fees (page 8) 

0 Minimal discussion 
0 Supports Goal # 2 
0 Industry willing to help develop detail recommendations and implementation 

plan. 

10. Certificates Of Convenience & Necessity - CC&N (pages 8- 1 1 )  

0 Extensive discussion 
0 Supports Goal #1 
0 Industry supports most of Staffs recommendations and is willing to 

help develop detail recommendations and implementation plan. 
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1 1. Main Extension Agreements (page I 1 )  

Adequate discussion 
Supports Goal # 3 
Industry supports most of Staffs recommendations and willing to help develop 
detail recommendations and implementation plan. 

12. Incentives For Consolidation (pages 1 1 - 13) 

e Most thoroughly discussed recommendation. 
e 
e 

Supports Goal # 1  and can support # 2 
Staff is unable to accept the idea that there are economic benefits to 

industry consolidation and that it should be encouraged. Staff takes a narrow 
view, that consolidation incentives should be limited to acquisitions of the “D” 
and “E” class water companies for now. The industry strongly believes that 
encouraging consolidation of all classes of water companies would provide 
economies of scale, strengthen the financial capability of the consolidated 
companies and reduce the regulatory burden on the Commission. 

Commission are encouraging industry consolidation under Senate Bill 1268 The 
California Public Water System Investment and Consolidation Act of 1997. That 
legislation states: 
- “Scale economies are achievable in the operation of public water systems.” 
- “Providing water corporations with an incentive to achieve these scale 

economies will provide benefits to ratepayers.” 

e The California Legislature and the California Public Utility 

13. Plant Replacement Fund (pages 13- 15) 

0 Limited discussion 
Supports Goal # 2 

0 Industry agrees with Pennsylvania approach but Staff recommendations to treat 
plant as a contribution nullifies the concept. Lowering the rate of return for a 
company with a PRF could cost the company more than it gained. 
industry is willing to help develop detail recommendations and implementation 
plan along lines of Pennsylvania program. 

e 

14. Education (pages 15- 16) 

0 

e Industry supports. 

Discussion of subcommittee work limited by time. 
e Supports Goal ## 4 
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WATER TASK FORCE 
REBUTTAL COMMENTS OF THE RESIDENTIAL UTILITY 

CONSUMER OFFICE 
September 16,1999 

REGULATORY REFORM SUBCOMMllTEE 

On August 16, 1999 the Water Industry, Commission Staff, and RUCO submitted 
individual reports to the Task Force setting forth their respective positions on the 
five issues previously agreed upon by the all members of the Task Force. The 
purpose of this document is to respond to the various parties’ positions. 

ISSUE NO. 1 - REDUCE THE NUMBER OF SMALL, NON-VIABLE 
WATER SYSTEMS THROUGH NEW RULES AND 
PROCEDURES 

Industry and Staff proposal - 
Limit the number of new water companies by refusing to grant 
CC&Ns to new start-up water companies 

RUCO position on the concept - 
Task force members have suggested establishing more stringent 
standards for the issuance of a CC&N as one method for achieving 
the agreed upon goal of reducing the number of non-viable water 
systems. RUCO believes establishing new criteria for issuance of a 
CCSN is one feasible and likely method for reducing the number of 
non-viable water systems. However, before going forward with a 
recommendation to establish new CC&N standards, the task force 
should identify at least one new general or specific area where 
establishing a new standard will provide an overall benefit. 
Members of the task force have provided some thought provoking 
suggestions for improvement. However, in RUCO’s view, these 
suggestions have generated more questions than answers and will 
not necessarily result in an overall benefit. 

PRO - 1) Would prevent an increase in the number of water 
companies 

CON - 1) One proposed plan requires a new water company applying 
for a CC&N to show that no existing water company will serve the 
requested service territory as a condition for obtaining a CC&N. 
Under this plan a new CC&N applicant must show rejection letters 
from all three “Class A” companies, at least five “Class €3’’ 
companies, and all existing water companies within five miles of the 
service territory requested as one condition for obtaining a CC&N. 
This proposal creates a hierarchy of preferential treatment for 
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various existing companies. An existing company will not 
necessarily make a more-fit public service provider than a new 
company. A small or newly formed water company is not 
necessarily non-viable or unfit to provide public utility service. Not 
all small or newly formed water companies have been shown to be 
unfit. Many large water companies began as smaller entities. It is 
dubious that any pre-determined distance can be established that 
will represent the distance from which another water company can 
effectively service any new service territory. Providing preferential 
treatment in the CC&N issuance process may be unlawful or 
present other legal problems. 

2 )  This plan is unworkable. Large, existing water companies 
may not be interested in expansion. Company’s that are not 
interested in new service territories may be reluctant to assert that 
disinterest in a rejection letter. Also, new applicants could seek 
rejection letters only from those “Class B” companies that always 
reject proposals for new service territories. This would circumvent 
the intent of requiring a new CC&N applicant to obtain rejection 
letters from at least five “Class B” water companies as one of the 
criteria for obtaining a CC&N. 

3) This plan also suggests using only the water company’s 
projected customer growth estimates in setting rates to achieve 
break-even operating results no later than the third year of 
operation and for earning the authorized rate of return in the fifth 
year of operation. RUCO believes that other parties (e.g., RUCO, 
Staff, Hearing Officers, Commissioners, developers, prospective 
customers, and others) may have valuable input into the growth 
projections. RUCO does not support this condition because it has 
the affect of forfeiting RUCO’s statutory rights and shirking RUCO’s 
obligation to residential ratepayers to intervene in proceedings that 
affect rates. Adoption of this condition would lessen the leverage of 
other parties to encourage proper sizing and economic design of 
backbone plant and fails to take into consideration other relevant 
factors such as the number of potential customers. Also, 
implementing this condition would neither ensure nor even 
necessarily improve the likelihood that the target third and fifth year 
operating results would be achieved. 

4) Another suggested condition for issuance of a CC&N is that 
the recipient be in complete compliance with Arizona Department of 
Environmental Quality (ADEQ) requirements. Complete 
compliance with ADEQ requirement is a desirable goal. However, 
it may be preferable to establish a lesser standard that allows some 
latitude. For example, a water company in complete compliance 
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could acquire a company in non-compliance resulting in a 
circumstance that the acquiring company is no longer in 
compliance and, accordingly, not eligible for the new CC&N. In this 
instance, the proposed condition provides an undesirable result. 
Also, a large company with many systems is statistically more likely 
to have a violation that a smaller company. The proposed 
condition, therefore, discriminates against large companies and is 
counter-productive in the effort to reduce the number of small, non- 
viable companies. RUCO is also concerned that this condition 
would place ADEQ in an unduly powerful position whereby ADEQ 
would have a greater influence than the Commission in selecting 
the companies that operate in new service territories. A more 
constructive methodhodel for classifying non-compliance items 
and eliminating unfit water companies from consideration as new 
CC&N applicants is needed. 

5) Staff has suggested that standard fees be established for 
service charges (e.g., establishment, late payment, non-sufficient 
funds check, reconnection, re-establishment, etc.). Although the 
costs to provide customer services will vary by location, RUCO 
sees no significant impediment to establishing a standard 
methodology for establishing initial service charges in CC&N 
proceedings provided that RUCO is included in the process to 
establish the initial charges and any subsequent changes to those 
charges. 

6) The Staff proposes the implementation of extensive rules 
pertaining to revenues and rates. The proposal is to establish 
standard, minimum monthly customer charges and commodity 
rates. The Commission Staff would recommend approval of the 
higher of the standard or company proposed rates. Under this 
proposal there would be no consideration as to whether rates were 
excessive. This plan justifies dismissing the possibility that rates 
may be excessive for three reasons. First, the probability of the 
company over-earning is small. Second, Staff would recommend 
an unspecified time-frame for the company to file a rate case. 
Third, there are no customers when the rates are established. 

7) This proposal ignores the potential negative consequences 
of excessive initial rates. For example, customers may be driven 
away. Potential customers that would have preferred buying 
homes and beginning businesses in the service territory may select 
alternate locations. Taken to an extreme, a CC8N could be used to 
postpone growth in the service territory by charging excessive 
rates. A CC&N holder with the objective of limiting growth could 
prevent a developer from building in the service territory by 



charging grossly excessive rates that no reasonable customer 
would pay. Also, the cost of service varies significantly by location. 
No single standard rates will prevent all new water companies from 
charging inadequate rates. New company’s can benefit by the 
input from Commission Staff, RUCO, and other intervenors in 
setting rates. Prospective customers will also benefit from the input 
of multiple parties in developing a probable on-going level for rates 
in a new water system. 

8 )  Establishing standard, minimum monthly customer charges 
and commodity rates does not ensure a proper balance of revenue 
from each. A company could choose the minimum monthly 
customer charges and select commodity rates far in excess of the 
minimum resulting in an unstable revenue base. Without an 
analysis of a company’s projected underlying costs, the appropriate 
balance for a given company is unknown. Also, if a company were 
to choose an inappropriate balance for its initial rates, an 
unnecessarily large change in the rate structure may be warranted 
in a future rate case. Avoidance of large changes in rate structure 
is one of the fundamental goals of rate design. Thus, it is important 
that initial rates be set appropriately. In addition, the proposed 
minimum rates fail to address other issues including conservation 
objectives, the high cost of CAP water, and special customer 
demands, such as those of a prospective industrial user. The 
scrutiny provided by Staff. RUCO, developers, and hearing officers 
is valuable in forming appropriate initial rates and should not be 
discarded. Furthermore, providing water companies with full initial 
rate setting discretion is certain to be ill received by the public and 
public criticism would bring embarrassment to the Commission and 
RUCO even if real problems did not exist with is proposal. 

RUCO, Staff ti Industry proposal - 
Encourage and create incentives for the consolidation for existing 

water companies 

RUCO position on the concept - 
RUCO believes consolidation of small water systems by larger well 
run companies would be in the public interest. RUCO is also aware 
that absent regulatory incentives, larger companies will not 
purchase smaller troubled water companies.. It is important, . 
however, that the incentives offered are appropriate, i.e. are not 
open to abuse, and are not offered in those situations were they are 
unnecessary to encourage the transaction. In other words, any 
incentive offered must be limited to transactions that would not 
occur except for the incentive. This effectively means incentives 
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should be limited too small (Class D & E) non-viable water 
com panies. 

PRO- 
1) Encouraging the purchase of small non-viable water 
companies through regulatory incentives will provide the customers 
of those small systems with more reliable and better quality service. 
It will also ease the regulatory burden associated with numerous 
small systems. 
2) If properly designed, incentives can remain in the control of 
the Commission while at the same time facilitating acquisitions and 
upgrading of small problem systems that would not otherwise 
occur, absent the incentive. 

CON - 
1) It is important that any incentive offered remains within the 
Commission's control. This objective would preclude the use of an 
acquisition premium (rate recovery of the purchase price in excess 
of book value) as a potential regulatory incentive. An acquisition 
adjustment would allow buyers and sellers of utility property to 
dictate the magnitude of the incentive through the buying and 
selling price. The higher the selling price, the greater the windfall 
profit to both buyer and seller, with captive ratepayers footing the 
bill. 
2) Staff has developed a proposed set of criteria a utility would 
have to meet to qualify for an acquisition premium. While this 
criteria may ultimately be effective in preventing some of the 
dangers of allowing acquisition premiums, from a practical stand 
point would entail additional regulatory oversight, analysis, and 
create further demands on utilities as well as regulatory agencies. 
This is in conflict with the task force's stated goal of shorting and 
streamlining the regulatory process. This is an important point to 
keep in mind in examining any of the regulatory reforms proposed 
by the various parties to the task force. It is important that the 
vehicles and mechanisms we consider in our goal of regulatory 
reform don't further complicate and encumber an already 
burdensome process. 

ISSUE NO. 2 - STRENGTHEN THE FINANCIAL CAPABILITY OF THE 
WATER INDUSTRY 

Industry and Staff Proposal - 
Distribution infrastructure replacement cost recovery 
mechanism 
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I t  . . . . ... . . .. - 

RUCO position on concept - 
Such a mechanism, if properly designed, has the potential to 
promote the upgrading of deteriorating water systems, without 
harmful or biased rate impacts on customers. 

PRO - 1) Would help facilitate the upgrading of aging water systems. 
2) If designed after the Pennsylvania mechanism, would not 
allow utilities to recover investment prior to its used and usefulness. 

CON- 
1) Would allow the utility to circumvent regulatory lag that is 
unfavorable to the utility, but would not mitigate regulatory lag that 
is unfavorable to ratepayers. Potential matchingjbias problem if not 
properly designed. 
2) As proposed by Staff, this mechanism would pre-fund 
unidentified improvements, that were not known and measurable, 
nor used and useful, by creating a generic fund. This proposal is 
subject to too many unknowns and has a potential for numerous 
problems that are harmful to ratepayers. A mechanism as 
proposed by the industry that would mitigate the regulatory lag by 
recognizing certain plant improvements in rates, yet still require the 
improvements to be completed and in service prior to rate 
recognition would provide much more protection to ratepayers. 

Industry proposal - 
Expand utilization of pass through mechanism (Senate Bill 1252) 

RUCO position on the concept - 
Under the Industry proposal, utilities would be encouraged to avail 
themselves of the automatic pass-through provisions of Senate Bill 
1252, by ensuring that the Commission only look at cost increases 
and not cost decreases. This is unacceptable and extremely 
biased against ratepayers. 

PRO - 
1) none 

CON - 
1) Will allow utilities to raise rates outside of a rate case for 
those costs that have increased yet would not recognize cost 
decreases. Highly biased against ratepayers. 

Industry proposal - 
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Lower depreciation rates for small utilities and correct prior damage 
of too high depreciation rates 

RUCO position concept - 
RUCO agrees that depreciation rates that reflect the actual life of 
utility plant should be used instead of the generic 5% historically 
used by Staff for small utilities. We disagree however, that the rate 
bases of utilities that were subject to the 5% rate in the past should 
be retroactively restated to reflect actual lives. 

PRO - 1) none 

CON - 
1) Under the Industry proposal, utilities that had already 
recovered their plant investment over 20 years through the 5% 
depreciation rate, would be allowed to reinstate a portion of the 
plant that had already been paid for by ratepayers and to collect it 
again from ratepayers. Regulation must provide for the opportunity 
to recover utility investment, but must not provide for double 
recoveries. 
2) The Industry takes the position that if in any prior year a 
utility did not recover its depreciation expense (Le. experienced an 
operating loss) then it should not be required to reflect the 
depreciation of its plant in its reserve account. This is contrary to 
ratemaking principles that allow an opportunity to earn a rate of 
return but not a guarantee. Further, there are a myriad of reasons 
why a utility experiences an operating loss. In order to implement a 
policy such as suggested by the Industry, ACC Staff would have to 
engage in post-mortem audits on utilities with operating losses to 
determine if retroactive recovery of expenses were appropriate. 
Such post-mortem rate reviews not only would further encumber 
the regulatory process, but also would result in a retroactive 
ratemaking system. Retroactive ratemaking is inconsistent with 
regulatory principles that offer an opportunity to earn a fair rate of 
return - not a guarantee. 

Staff proposal - 
Automatic rate changes 

RUCO position on the concept - 
RUCO believes automatic rate changes tied to the Consumer Price 
Index (CPI) is biased against ratepayers, and is not a concept that 
should be pursued. 

PRO - 
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1) none 

CON - I) Staffs proposal to allow Class C, D & E utilities to carte 
blanche raise their rates based on a CPI inflation factor is highly 
biased against ratepayers and will result in annual rate increases 
without a finding of fair value. Staffs proposal would assume 
generic across-the-board expense increases, and would ignore the 
very real fact that costs also decrease. It would also allow utilities 
to raise rates without examining the mitigating offsets such as 
customer growth, consumption growth, and depreciation of the rate 
base. 

Industry proposal - 
Use of future or prospective test years 

RUCO position on the concept - 
RUCO strongly opposes the use of future (projected or prospective) 
test years. There are numerous problems with use of such test 
years. These include the setting of rates based on estimates that 
are not known and measurable, inclusion of plant in rates that is not 
used and useful, and violations of the matching concept when 
certain rate elements are projected or estimated and others are not. 
An historical test year inherently matches revenues, expenses, and 
investment, contains known and measurable data. The numerous 
problems and biases that result from the use of projected data far 
outweigh any potential benefit that could be derived from 
abandoning a historical test year. 

PRO - 
1) none 

CON - 
1) Projections and estimates forming the basis of 
permanent rates. 
2) Mismatch of rate elements. 
3) Inclusion of non-used and useful plant in rate base 
4) Revenues, expenses, and investment are unauditable 
because these items are nothing more than estimates or 
projections. 

Staff proposal - 
Generic Hook-up fees 

RUCO position on the concept - 
RUCO agrees that working toward a recognized methodology for 
the use of hook-up fees is a desirable objective. Comments from 
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the water task force members on this issue were limited and more 
discussion on this topic is needed before proceeding with a 
recommendation to the Commission to initiate rule-making 
procedures. 

PRO - 
1) Free up time and resources currently expended on individual 
hook-up fee applications 
2) Establish a consist rule or policy for all water utilities 

1) Care must be used to ensure that the specific details of the 
generic hook-up fees do not create any undesirable or 
unanticipated impacts. 

CON - 

ISSUE NO. 3 - SIMPLIFYING, SHORTENING, AND REDUCING THE 
COST OF THE RATEMAKING PROCESS 

Industry and Staff proposal - 
Electronic filing of applications with ACC 

RUCO position on the concept - 
RUCO agrees with the concept of electronic filing 

PRO - 
1) Simplify and reduce the cost of rate filings 

CON - 
1) Feasibility dependant on ACC current technology and 

resources 
Staff proposal - 

Generic rate of return for all Arizona water companies 

RUCO position on the concept - 
The concept has merit and would simplify one aspect of a rate case 
- rate of return 

PRO - 

CON - 
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1) Rate of return is typically a resource intensive portion of a 
rate case, and predetermining the rate would certainly simplify and 
shorten this portion of a rate case. 

1) Rate of return for larger utilities is a highly material item. 
Further, rate of return, particularly cost of equity, is dependant on 
more than the current economic and financial environment. The 
individual characteristics of a utility effect rate of return (Le. capital 
structure). For these reasons a "one-size-fits-all rate of return" 
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would most likely not be appropriate for larger utilities. RUCO 
believes generic rates of return should be used only for Class C or 
smaller utilities. 

ISSUE # 4 - IMPROVE CUSTOMER EDUCATION 

Industry and RUCO proposal - 
ACC Web site, ACC water seminars across the state, continue 
publishing water news 

RUCO position on the concept - 
RUCO believes all of these proposals would be in the public 
interest 

PRO - 
1 ) 
necessary for resolving problems. 

Promote customer awareness, and deliver the information 

CON - 1) The ACC, as a state agency with a finite appropriation, may 
not have resources available for these items. May require 
additional appropriation. 

Industry proposal - 
Utility newsletters, utility "Customer Service Reference Guide" 

RUCO position on the concept - 
RUCO supports the Industry's proposal to participate in the 
customer education process. 

PRO - 
1) 
with community in which the utility operates. 

Create customer awareness, and promote good relations 

CON - 
1) 
for small utilities in particular may not be possible. 

Is subject to the availability of spare utility resources, which 

Industry and Staff proposal - 
RUCO publication that explains the basics of ratemaking and 
informs customers of their various options in participating in the 
ra temaking process. 

RUCO position concept - 
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Such a publication would be in the public interest 

PRO - 
1 ) Promote ratepayer awareness 
2) Free up time currently expended in individually responding to 
customer inquiries regarding the ratemaking process and customer 
rights. 

CON - 1) 
such a project. Additional appropriation would be necessary. 

RUCOs current appropriation does not contain funding for 

Staff proposal - 
Company specific Main Extension Agreements (MXA) 

RUCO position on the concept - 
RUCO believes the proposal to set up MXAs in the form of a tariff 
for each water company has merit. 

PRO - 
1) 
agreement a utility enters into with developers and customers. 

Will eliminate the redundancy of approval of each individual 

CON - 1) As with other regulatory reform proposals, care will need to 
be taken to ensure that the final rule on MXA's will not create any 
new regulatory problems or have any unanticipated adverse 
impacts on customers. 

ISSUE # 5 - INCREASE INTERAGENCY COORDINATION 

Industry and Staff position - 
Neither Staff nor the Industry took a position on this issue in their 
original comments. Consequently RUCO has no reply. 

OTHER ISSUES 

The Staff in its filed comments has set forth some issues, which were not 
identified by the task force as goals for regulatory reform. Nevertheless our 
response IS discussed below: 

Staff proposal - 
Generic rate design 

RUCO position concept - 
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I .  

In RUCO’s opinion, the water task force has failed to identify any 
suggestions pertaining to rate design that are worthy of additional 
rule-making consideration. Comments regarding rate design made 
by members of the task force to this point fail to capture the 
essence, purpose, importance, and complexity of rate design; are 
unsound and supportable; and generate a plethora of inequities, 
new problems, and unanswered questions. 

PRO - 

CON - 
none 

1) There is no credible study that demonstrates that inverted 
tier rate designs inherently promote conservation. For regulated 
utilities, where there is a target revenue requirement, the notion that 
an inverted tier rate structure automatically encourages a reduction 
in consumption is contrary to economic theory. There is no study 
that supports the underlying assumption that the elasticity of water 
is greater for large users than smaller users. Even if the 
consumption characteristics of some water company could be 
shown to be consistent with the assumption that elasticity is directly 
proportional to usage, it is not a universal truth that should be 
applied to all water systems. 

2) The widely recognized primary purpose of rate design is to 
align rates with the cost of service. Even where conservation is a 
major consideration, the relationship between price and cost of 
service generally remains the primary purpose of rates. Education 
and water audits are generally recognized as significant factors of 
conservation programs. There is no basis for using rate design as 
the primary conservation mechanism. 

3) The recommendation to use revenue from the “highest tier” 
to provide more than the approved rate of return is wrought with 
problems and ambiguities. How is “over-earning’’ defined? Who 
would assess the amount of the over-earnings? How would the 
over-earnings be treated, e.g., as a contribution? How would the 
over-earning be treated for tax treatment? Does this over-earnings 
essentially guarantee the authorized rate of return? If so, should 
the reduced risk be reflected as by a lower rate of return? Would 
failure to over-earn be given special treatment? 1s the cost and 
effort for Staff, RUCO, and utilities to have audits conducted of the 
highest tier revenues justified by any benefits gained from this 
methodology? Is the suggestion to require utilities to file rate cases 
at least once every five years really necessary? 
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4) Rate design is one of the most important aspects of setting 
rates for public service corporations. A customer whose rates are 
excessive due to improper rate design is no less harmed than when 
a utility is allowed an excessive rate of return. The only rate design 
proposal presented by members of the task force would, 
apparently, allow both of these transgressions. This would be 
incompetent and derelict, and it is simply unacceptable. 
Ratepayers deserve properly designed rates. Due to the complex 
nature of rate design and the many varying circumstances of water 
system - it is unlikely that any scripted methodology for designing 
rates would be appropriate. 

WATER SUPPLY SUBCOMMITTEE 

The Water Supply Subcommittee was charged with discussing issues of long- 
term water supply for water utilities under the jurisdiction of the Arizona 
Corporation Commission ("Commission"). The Subcommittee quickly narrowed 
the issue to the potential recovery of Central Arizona Project ("CAP") costs by 
water utilities. 

ISSUE: 

Under what circumstances should CAP expenses be recovered by water utilities? 

Staff Droposal: 
CAP costs should be recovered on an interim basis once a company has a plan 
approved by the Commission to use CAP water within five years of the approval 
of the plan. 

Arizona Deoartment of Water Resources: 
DWR takes Staffs suggestion noted above and suggests that capital charges for 
the entire allocation should be recoverable immediately if the provider develops a 
plan that demonstrates certain criteria. 

RUCO Prooosal: 
As RUCO adheres to the used and useful ratemaking principle, each utility must 
be using CAP water before such costs may be recovered. "Using" CAP water is 
not limited to the water flowing through the utilities' pipes, but by the use of 
groundwater replenishment, water exchange agreements, etc. RUCO's position 
in the recent Paradise Valley Water Company ("Paradise Valley") rate case 
(Decision No. 61831) recommended approval of Paradise Valley's use of a water 
exchange agreement with Salt River Project. 

RUCO also recently filed testimony in the application of Citizens Utilities' Sun City 
Water Company and the Sun City West Utilities Company for approval of a CAP 
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utilization plan and for an accounting order on deferred charges and the annual 
ongoing costs of CAP water. RUCO recommends approval of the companies' 
interim plan to deliver its entire CAP allocation to the Maricopa Water District 
groundwater saving project ("MWD"). For every acre foot of groundwater not 
pumped by the farmers in the MWD, Sun City and Sun City West will be able to 
draw water from wells to meet existing demand in their respective service 
territories. RUCO also recommends the recovery of the deferred CAP charges 
and the annual ongoing costs of the CAP water. 

Other water companies should look to such utilities to determine whether a 
similar mechanism may be appropriate in order to "use" their CAP allocations. 
Until a water company has a CAP water usage plan implemented with CAP water 
"used", the costs of CAP water should be borne by the utility and not by 
ratepayers. 

I .  

PRO: 
Ideally, water utilities should already have been planning how to use their CAP 
allocations. Such plans should facilitate the use of CAP water so that ratepayers 
see a concrete benefit and the groundwater policies of Arizona are furthered. 
Perhaps utilities that have not begun planning how to use their CAP allocations 
will begin to do so. 

CON: 
The CAP water is not benefiting ratepayers when the CAP water is not being 
used, whether by actual use by the utility, by a water exchange agreement or by 
groundwater replenishment. Utilities should have been planning how to use their 
CAP allocations as a part of their business plans. A utility should not recover 
costs based on an idea about how to potentially use their CAP allocation in the 
future. As many intervening events may occur before a utility actually begins to 
"use" its allocation, it is too speculative and hypothetical to burden ratepayers 
with a CAP charge when they will not receive benefits for a number of years, if 
ever. There are a few recent examples where water utilities have implemented 
the "use" of their CAP allocations through exchanges and ground water saving 
projects. Other water utilities should look to those companies to determine what 
the best options are to "use" their CAP allocations. 
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I//WATER TASK FORCE 1 ORDER 

Open Meeting 
October 24 and 25,2000 
Phoenix, Arizona 

BY THE COMMISSION: 

FINDINGS OF FACT 

1. On April 24, 1998, in Decision No. 60829, the Arizona Corporation Commission 

(Commission) established the Commission Water Task Force (Task Force). The Task Force consists 

of representatives of regulatory agencies, the water provides, and water consumers. On September 22, 

1998, the Task Force held its first meeting. The Task Force meetings were ail noticed Open Meetings. 

2. On October 28, 1999, the Task Force completed its Report for the Commission 

(Report). The Report contains recommendations to the Commission on several issues facing 

Arizona’s water industry. On many issues, the Task Force achieved consensus. On other issues, the 

Report contains different recommendations from the various Task Force members. 

3. On January 5, 2000, the Task Force Report was docketed and distributed to every 

Arizona water company regulated by the Commission. A deadline of March 15, 2000, was set for 

comments on the Report to be filed. Only two water companies and the Central Arizona Project 

(CAP) submitted comments. Aiizona Water Company generally supports the Staffs proposals, but 

does express some reservations. Lakewood Water Company, a small water company in Amado, 

indicates that it is currently struggling with the financial requirements to fund necessary capital 

improvements. The capital costs to make improvements would double the rates for the company’s 

customers, many of whom are low-income. The company expresses interest in the possibility of 
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consolidation with other water utilities. The CAP generally supports Staffs proposals, but it dc 

express some reservations. 

4. The Task Force was divided into three subcommittees: the Regulatory Refom 

Subcommittee, the Conservation Subcommittee. and the Water Supply Subcommittee. The Regulator! 

Reform Subcommittee achieved consensus on five goals: 

0 Reduce the number of small, non-viable water systems through new rules and procedures. 

e Strengthen the financial capacity of the water utility industry. 

0 Prwide greater emphasis on simplifying, shortening, and reducing the cost of the 
ratemaking process. 

0 Improve consumer education. 

Increase interagency coordination. 

13 

14 5. The Conservation Subcommittee focused on developing policies the Commission coub 
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27 

use to encourage water conservation. The Water Supply Subcommittee focused on issues relevant to 

renewable and surface water supply, such as the Central Arizona Project. 

Regulatory Reform Subcommittee 

6. On Pages 3 through 25 of the Report, the Regulatory Reform Subcommittee’s. 

recommendations and discussions are summarized. 

7. On Pages 4 through 7 of the Report, Staffs proposal on placing more shingent 

requirements on approval of CC&Ns for new water companies is discussed, 

8. Commission Staff recommended the Following Commission policy changes concerning 

the establishment of new water companies: 

a. The application for a new CC&N must show that an existing water company cannot 
or will not serve the area being applied for. n s  showing must be made by submitting 
service rejection letters &om all the “A” size water companies in the state (there are 3) 
and at least five of the “B” size companies (there are 20). The five B size companies 
contacted should include the B size companies that are geographically closest to th 
applicant. The application must also be accompanied by service rejection letters 

- 
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from all the eltisting water companies within five miles of the area being requested. IJ 
addition, the rejection letters must be accompanied by the corresponding request fo 
service that was made to each of the existing water companies by the applicant. 

Page 3 

9. 

b. The rates should be set such that the company should at least break even no later thar 
its third year of operation. The calculations would be based on the company’s 
reasonable estimates of customer gowth. The company should also be required to 
come in for a rate case three years after serving its first permanent customer. 
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c. Because Staff believes that i t  is not in the publicinterest, no new CC&N would bc 
issued to any company that was affiliated with any other company or person that wa: 
not in total or substantial compliance with Commission and ADEQ requirements. Thij 
restriction should apply to CC&N extensions and transfers as well. 

d. Staff recommends establishing a set of standard service charges for new CC&Ns. 

e. Staff will work with the ADLVR to establish tiered rate structures for new CC&Ns. 

Staff recommends that the Commission endorse Staffs recommendations. Further, 

taff requests that the Commission order Staff to develop (through meetings with members of the 

idustrv. RUCO, and other interested parties) a detailed statement of policv on water CC&Ns by 

me 30.2001, The detailed statement of policy should conform to the general principals of Staff’s 

:commendation contained in the Report and the above discussion. Staff members who are 

:sponsible for processing new water CCBrN requests should be responsible for conducting these: 

teetings and developing the detailed statement of policy. 

10. On Pages 8 through 11 of the Report, several proposals for providing incentives for 

3nsolidation in the water industry are discussed. Staff recommends that an acquisition adjustment 

c a rate of return premium (but not both) be allowed under certain conditions. These conditions are: 

The acquisition is in the public interest; 

The acquisition will not negatively affect the viability of the acquirer; 

The acquired system’s customers will receive improved service in a reasonable tirnefiame; 

0 The purchase price is fair and reasonable (even thou& that pice may be more than the 
original cost less depreciation book value) and conducted through M arms’ length 
negotiation; 
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The recovery period for the acquisition adjustment should be for a specific minimum tl 
(e.,o., twenty years); and 

The acquired company is a class D or E. 

1 1. Staff does not recommend allowing for acquisition austments unless all of the above 

onditions are met. Staff believes that the bul-den should be on the company to prove that ar 

cquisition adiustment or a rate of return premium is in the Public interest. The public interest 

etermination should account for the cauital investments needed for the customers to receive improved 

:mice and the costs savings the cornpanv is likely to realize thou.& economies of scale. Other 

iethods of encouraging consolidation include allowinrr. for rate of return uremiums and deferral 

:corntine orders. Staff recommends that the Commission endorse Staffs recommendation. Further, 

:aff requests that the Commission order Staff to develop. through meetings with members of the 

dustrv. RUCO. and other interested parties. a detailed statement of wlicv on acquisition adjustments 

id rate of return premiums bv June 30,2001. The detailed statement of policy should conform to th 

aeral principals of Staf"s recommendation contained above and in the Report. Staffmembers who 

e responsible for recommending approval or denial of acquisition adjustment requests should be 

sponsible for conducting these meetings and developin$ the detailed statement of policy. 

12. Other incentives for consolidation could be provided by the State Legislature. Tax. 

.e&s or credits could be provided to companies that choose to acquire small andor financially non- 

riable water companies. The Staffrecluests the Commission adopt recommendations to the Leeislature 

eearding incentives for consolidation and direct the Commission's Leeislative Liaison to initiate 

:fforts to encourage the Legislature to adoDt these incentives. 

13. The establishment of a fund similar to the Universal Service Fund used for 

elecommunications firms, is another option for improving the financial capacity of small water 

:ompanies. A fund that all water companies pay into and that financially strapped companies could 

haw out of for infrastructure inv<:stments could be established. For fairness purposes municipal water 

. .  

. .  

Decision &. J. L29q.3 



t 

s 
IC 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

23 

' Page 5 Docket No. W-OOOOOC-98-0 15 

companies would need to be included as contributors/bene~cianes ofthe fund. This would requir, 

legislation as well as changes to the Commission rules. Staff proposes this fund as an approach tht 

Commission may want to consider in the future. 

a. Method of matching new expenses with new revenues. 

b. Revenue neutral plant, i.e., plant to serve existing, not future, customers. 

c. Revenue neutral plant will be installed within a specific timeframe, preferably one year. 

d. Revenue neutral plant is necessary to provide proper and adequate service to existing 
customers. 

16. On Pages 15 and 16 of the Report, Staffs recommended Generic Hook-up Fee policy 

5 outlined. Both the industry and RUCO support Staffs recommendation in principal. Staff believes 

hat implementing this recommendation will require 3 rulemaking proceeding. Staff requests that the 
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Cornmission order a rule makine Droceedinu be ooened to imDlement a Generic Hook-uu Fee Doli. 

along the fines ofstaff s oroposai. 

3 .  17. On Pages 16 t h o u 9  19 of the Report. proposals for plant replacement fun( 

mechanisms are discussed. Staff recommends that the Commission adopt a policy similar ro thc 

Pennsylvania Public Utilities Commission’s Distribution Service Investment Charge (DSIC). Stafr 

requests that the Commission order a ruIe making Droceedinp be ooened to irndement rules for a DSIC 

or similar mogram in &zona. 

18. On Pages 19 and 20 of the Report, problems associated with past high depreciation 

rates are discussed. The industry offered proposals on how to recti@ these problems; however, Staff 

and RUCO found those approaches to be inappropriate. Staff believes that its proposed Rate of R e m  

policy (discussed below) will solve the problems associated with past excessive depreciation rates. All 

parties agreed that the Commission should no longer approve excessive depreciation rates for small 

water companies. 

19. On Pages 20 and 21 of the Report the pass-through mechanism approved by thc 

legislature in SB 1252 (now A.R.S. 5 40-370) is discussed. The industry representatives on the Task 

Force felt that the Commission’s policy on A.R.S. 6 40-370 needed to be clarified because, at the time 

the Report was written, only one company had applied for authority to adjust rates under the provisions 

of this mechanism. Since then the Commission has approved two such applications (they both have 

been appealed). The two approved applications were for /vizona Water Company’s Monitoring 

Assistance Program (Decision No. 62141) and Rio Verde Utilities, Jnc.’s CAP cost increase (Decision 

No. 62037). Those two decisions indicate that the Commission’s policy on A.R.S. $ 40-370 

applications is to support appropriate pass-throughs, which should mitigate the industries concerns. 

On Pages 21 and 22 of the Report, Staffs proposed Rate of Return policy is outlined. 

Staff believes that implementing this policy will solve the problems associated with high depreciation 

rates and lead to other improvements. Ths policy would make filing rate cases much less burdensome 

for small water companies. Staffs proposed policy allows companies that are filing rate applications 

to choose between 1) a generic rate of return (for C, D, and E companies only); 3) setting rates based 

on an operating margin basis (i,e., no rate of return considcmtion); or 3) an individual rare of return 

20. 
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(i.e.. traditional rate making). In addition to the recommendations in  the Report, Staff is 

recommending that the choice ofthe generic rate of return be limited to C, D, and E companies. Also, 

Staff recommends that the generic rate of return should be a minimum rate of return; thus, points can 
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be added to i t  to account for special expenses such as W E A  loan payments. Staff requests that th 

Commission order a rule makine proceeding be oDened to implement Staffs DroDosed Rate of Retun 

policy. Staff i s  aware that !he recent Court ofAppeals Opinion may impact the Commission’s abilir] 

to implement Staffs proposed rate of return policy. Staff believes that the issues raised by the Coun 

of Appeals Opinion are best dealt with during the ndemakin,o proceedings. 

2 1. On Pages 22 and 23 of the Report, the electronic filing of annual Reports, rate cases, 

and other filings with the Commission is discussed. Staff, the industry, and RUCO all ageed that 

allowing for electronic filing would be beneficial. Staff has already initiated the first steps of this 

process by making the Short Rate Case Form available on the Commission’s web site. Staff is 

committed to making all of its forms available electronically. In order to institute full electronic filing, 

the Hearing Division will need to be involved. Staff is committed to working with the Hearing 

Division to develop a process that will allow for full electronic filing. 

22. During the Task Force’s discussions of electronic filing, the industry also expressed 

concern about the volume and extent of the Commission’s filing requirements. Staff acknowledses 

that certain filing requirements may be outdated. Staff is currently reviewing all forms and filing, 

requirements. However, such a review is a major undertaking and may take some time to complete. 
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23. On Page 23 of the Report, Staffs Main Extension Agreement (MXA) proposal is 

outlined. Staffs proposal is to have standard MXA provisions included in each water companies 

tariffs, instead of the current process of approving MXAs on an individual case basis. Both the 

industry and RUCO supported Staff on this issue. Staff reauests that the Commission order a rule 

making proceeding be opened to irnDlement Staff’s proposed MXA Dolicv. - -  

24. On Pages 23 and 24 of the Report, several sugsestions concerning consumer education 

are discussed. Staff is currently working on educational progams for all industries the Commission 

regulates. Implementing any educational progam may require additional fimds fiom the Lesislature. 

Staff is also evaluating the expansion of its well-re,oarded Small Water Assistance Team (SWAT) 
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program (which deals with educating water company ownerdoperators) to include education for war. 

consumers. 

25.  On Pages 24 and 25 of the Report, Staffs Phased Rate Increase policy is discussed 

Staff believes that in certain limited circumstances i t  is appropriate to phase rate increases in ovei 

time. Staff will develop well-defined guidelines for when and how phased rate increases are 

appropriate. 

26. On Pase 25 of the Report, Staffs recommendation on rates tied to conditions is 

discussed. Staff recommends that all rate increases be conditioned on the company providing 

acceDtable quality service. water quality, and other relevant conditions. Staff has already implemented 

this policy informally by including specific conditions in recent Recommended Orders. Staff will 

develop a standard set of conditions that could apply to all water companies. One impediment to this 

policy being successhl is the Commission’s lack of enforcement resources. Currently, the Utilities 

division has one compliance officer to handle all ofrha ufifirres the Commission regulates. 

Conservation Subcommittee 

On Pages 26 through 29 of the Report, the Conservation Subcommittee’s 

recommendations and discussions are described. On Pages 26 through 28, a perceived problem with 

the Commission’s conservation policy is discussed. The industry and consumer members of the Task 

Force as well as the ADWR representatives believed that the Commission would not allow companies 

to include the costs of conservation programs in rates unless the conservation program was mandated 

by the ADWR. If this were true, it would discourage companies 6.om engaging in conservation 

programs. However, Staff does not believe that this is true. No member of the Task Force could site 

any examples of instances where Staff has recommended denial of conservation program costs or 

where the Commission approved an order that included the denial of conservation programs and their 

reasonable costs. Staff supr~orts and encourages conservation.- Staff believes that recovery of any 

reasonable costs for conservdion programs should be allowed 

27. 

28. On Pages 2Q and 29, Staffs proposal to institute three tiered rates is discussed. Tiered 

rates are the Commission’s only direct means of encouraging conservation. Both the industry and 

R W O  opposed Staffs proposal. The industry claimed that i t  is sure to result in companies 
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underearning, while RUCO claimed the policy is sure to result in companies overearning. Stz 

believes that as with any rate design there is a possibility of either over or underearning. Howevc 

with rates desiged as proposed by Staff in the Task Force’s Report there is almost no chance 

underearning while there is a good possibility of overearning. If properly designed though, the tierr 

rates would result in the non-conserving customers paying extra for large uses of water and rewar 

those customers that used very little water. If customers conserved such that all were falling withi 

the middle tier, the company should earn its allowed rate of return. If the customers continued to usI 

water in the third tier, the water company would probably oveream. The use of the overearnings coulc 

be restricted by the Commission in such a manner as to benefit the customers. Staff realizes that thi: 

is a new and different way of looking at rate design combined with conservation, but Staff also realize: 

that new ways have to be considered to save what many consider to be this State’s most precious 

resource. Staff recommends that the Commission order Staff to consider tiered rate desiens for all 

water company rate cases and that the tiers be desiwed to encouraee conservation. Staff recomizes 

that tiered rates may not be appromiate in all cases and that the decision to use or not use tiered rates 

must be made on a case-by-case basis. However. the amrounateness of tiered rates should be 

considered in evew case. Further. Staff requests that the Commission order Staff to develop a detailed 

statement of Dolicy on tiered rates by June 30. 200 1. 

Water Supply 

29. On Pages 30 through 33 of the Report, the Water Supply Subcommittee’s 

recommendations and discussions are summarized. The main focus of this subcommittee was the 

recovery of Central Arizona Project (CAP) water allocation costs (CAP costs). All members of the 

Subcommittee agreed that the Commission could somehow approve the recovery of CAP costs in a 

proceeding outside of a rate case. However, the Commission’s Legal division has concluded that 

considering CAP costs outside of a rate case would m i  counter to the recent Court of Appeals opinion 

on fair value. There was disageement among the Subcommittee members about what the 

Commission should require before it allows for CAP cost recovery. In the Report, Staff recommended 

that the Commission allow for CAP cost recovery once the company has submitted a plan that 

indicates how they will begin to actually use their CAP allocations within five years. Staff chose a 

Decision No. 29 et3 
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five-year time horizon because Staff wished to limit the extent to which current customers are char7 

for CAP allocations which will only be used to serve future customers. 

30. Since the Report was written, Staffhas modified its position. Staff believes thar the 

Commission should be more flexible with the time horizon i t  allows for CAP water to go unused while 

allowing cost recoverv. Staff believes that the time requirement placed on companies applying for 

CAP cost recovery should be decided on a case by case basis. Also. to ensure that current customers 

do not Day an unfair amount relative to future customers. a nortion of the CAP cost should be 

recovered thou& .some twe of hook-uD fee. The amount of the recovery that is recovered through 

a hook-up fee should be determined by the company’s total demand for water relative to its CAP 

allocation. For example, if a company’s total demand is 200.000 gallons per year and its CAP 

allocation is 1,000,000 gallons per year, then the company should recovery 20 percent of its CAP cost 

from current customers and the remaining 80 percent from hook-up fees. The methodology used for 

CAP cost recovery in the Vail Water Company Rate Case (Decision NO. 62450) is an example of the 

general p o k y  that Staff advocates. 

31. Staff requests that the Commission order Staff to develoD. throueh meetings with 

members of the industry. RUCO. and other interested oarties. a detailed statement of policy on CAP 

cost recovery bv June 30, 2001. The detailed statement of policy should conform to the recovery 

methodologies used in the Vail Rate Case, Decision No. 62450. 

Conclusions 

32. In conclusion, Staff recommends several changes in and clarifications of Commission 

policy, several changes to the Commission’s rules, and that the Commission pursue several Legislative 

changes. These recommendations are summarized as follows: 

Policy Changes 

CC&Ns (new, transfers, and extensions) 
Acquisition Adjustments and Rate of Return Premiums 

0 Seminar on ratemaking implications of property taxes 
26 

27 

28 
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0 

Phased Rate Increase 
Rates tied to Conditions 
Tiered Rate Structure 

Electronic Filing and review of filing requirements 
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CAP cost recovery 
Pro forma adjustments 

Ru lemaking 

1 Generic Hook Up Fee 
1 Rate of Return 

iMain Extension Agreements 
Plant Replacement Fund 

'egislative Changes 

Incentives for consolidation, e.g. tax breaks 
Replace property taxes with a percentage of revenu tax 

33. Staff recommends that the Commission endorse the above policy and Legislative 

ianges. Also, Staff recommends that the Commission open a rulemaking proceeding in order to 

nplement the above changes to the Commission rules. 

CONCLUSIONS OF LAW 

1. The Commission as the regulatory body with the longest history and the primary 

sponsibility over private water companies should take the lead in seeking a coordinated solution to 

e problems of small water companies. 

2. The Commission arranged for the formation of the Task Force for meetings between 

presentatives of regulatory agencies, the water providers, and water consumers in order to address 

lese issues. 

3.  The Task Force has issued a report that summarizes the views of its members. 

Decision No. LrY?f3 
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THEREFORE, IT [S ORDERED that the Commission approve Staffs recommendations il 

the above Findings of Fact. 

IT IS FURTHER ORDERED that this decision shall become effective immediately. 

ZONA CORPORATION COhIMISSION 
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TAB 7 

REGULATORS TRUST, 
VERIFY 

M 

he results of Public Utilities Fortnightlys annual 
survey of rates of return on equity (ROE) 
authorized for major electric and natural-gas 
utilities broadly show a continuing decline in 
the level of debate over issues specific to restruc- 
turing of the electric market. The survey also 

reveals a subtle shift back to investor requirements and overall 
business risks faced by regulated energy companies. 

For example, in a gas rate case decided in Nevada, regula- 
tors rejected an ROE “risk adder” proposed by a natural-gas 
local distribution company and reminded the utility that hard 
evidence such as credit ratings and regulatory rulings are what 
makes the difference in a rate-case setting. 

The Illinois Commerce Commission reviewed the under- 
pinnings of the traditional ROE process when it rejected a pro- 
posal by a party to a major electric rate case to switch to a com- 
pletely new approach, purportedly based on direct evidence 
from the investment-banking community. As it turned out, 
the so-called “investment-bank analysis” produced an ROE 
estimate much lower than any produced by the standard finan- 
cial models normally relied upon in rate cases. The commis- 
sion concluded it had no way to know what assumptions invest- 
ment bankers use when putting a value on utility stocks, or 
whether such an estimate might satisfy the legal requirement for 
just-and-reasonable rates in a regulated market. 

In its most recent natural-gas rate case, Sierra Pacific Power 
Co. asked the Nevada Public Utilities Commission (PUC) to 
approve a risk-premium adder when estimating the ROE 
investors would demand before investing in the company. 
Sierra Pacific argued that it faced an unusually risky position 
in the near term due to factors such as rapid customer growth 
and projected increases in capital expenditures. The PUC said 

www.fortnight1y.com 
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the utility had failed to put forth any evidence that the pre- 
mium adder is necessary for capital attraction. More to the 
point, the PUC noted that the company could not explain 
why it has been able to improve its credit rating from a “B” to 
a “BB” bond rating since the last rate case, when the current 
ROE of 10.25 percent did not include a risk-premium adder. 
Finally, the commission pointed to its own recent actions that 
would reduce risk perceived by investors in the near term, 
including: 

1) Commission statements and orders that indicate the 
PUC is satisfied with the company’s procurement strate- 
gy policies; 

2) Regulatory changes that cause an annual review by the 
PUC of Sierra Pacific’s annual energy supply plan, which 
informs the commission ofshort-term purchase plans 
and number trends, thus decreasing the likelihood of 
future disallowances; 

3) Regulatory changes to allow utilities to file annually for 
two energy cost adjustments if necessary, which is help- 
ful in avoiding large deferred energy balances; and 

4) Regulatory changes and commission orders that allow for 
an equity premium adjustment to Sierra Pacific’s ROE for 
construction projects that are deemed critical facilities. Re 
Sierra PaciJic Power Co., Docket Nos. 05-1 005 et al., 248 
PUR4th 364, Apri127,2006(Nev. l?U C.) 

In a major rate case involving electric delivery services pro- 
vided by Commonwealth Edison Co. (ComEd), a coalition 
of groups representing small consumers looked to recent valu- 
ations of utility assets conducted by investment banks to sup- 
port a new approach to estimating a rate of return that would 
attract investors to utility stocks. (The recently terminated 
plan for a merger of ComEd parent, Exelon, and Public Ser- 
vice Enterprise Group [PSEG], a New Jersey company, pro- 
vided current market data and an opening to pitch the novel 
approach.) Using this new method, the consumer groups sug- 
gested that investors would favor investment in ComEd so 
long as a 7.75 percent equity allowance was included in rates. 
The alliance of consumer groups had estimated ComEd’s cost 
of equity by inference from the weighted average cost of capi- 
tal (WACC) calculated by Morgan Stanley for the merger of 
Exelon and PSEG. All other parties to the Illinois Commerce 
Commission (ICC) case used complex financial models to 
gauge ROE requirements and came up with much higher esti- 
mates, including the utility’s offered 11 percent, the 10.19 
percent presented by the commission staff, and 9.9 percent 
favored by a large industrial users group. 

Predictably, ComEd responded that the new method pre- 

mination of the corn 
when available, provides additional information. 

The traditional cost-of-service rate case remains the most 
obvious source of information on how utility regulators view 

contain findings about 
ilities and are reported 
most entries, and citation 

sented by consumer groups could not possibly be reasonable 
because the 7.75 percent ROE it produced is more than 100 
basis points below any ROE recently approved in the United 
States. 

The consumer groups explained that because the cost of 
common equity is not a directly observable number, regula- 
tory commissions have had to rely on subjective models, such 
as the capital-asset pricing model and the discounted cash flow 
model, to estimate a utility’s cost of common equity. The con- 
sumer parties argued that recent merger activity in the electric 
industry could provide more direct evidence on cost of equity, 
and a unique opportunity to move away from the complex 
financial models. With this in mind, the groups hired an expert 
to recommend a cost of common equity based on a review of 
electric utility stock valuations conducted by three leading 
investment banks-Morgan Stanley, JP Morgan, and Lehman 
Brothers-for the merger between Exelon and PSEG. Accord- 
ing to the groups, the valuations done by the three investment 
banks are a far more reliable indicator of investor needs than 
the subjective models used to bridge evidentiary gaps “that arise 
because the level of return required to induce real investors to 
provide capital for the firm is not directly observable.” 

The ICC rejected the new approach, finding that while the 



consumers had portrayed their method as more objective than 
standard models, it was impossible to know what assumptions 
were made by the investment bankers, and whether the result 
was appropriate in a regulated setting. The commission noted 
that the expert had relied on WACC figures published by the 
investment firms as the basis for the estimates. To back out 
the cost of equity from the investment bankers’ WACC esti- 
mates, the expert first had to make numerous assumptions, 
the PUC found. 

The commission said it could not determine if the invest- 
ment bankers used the same approach when determining cost 
of debt, what mix of debt maturities they used, or if they 

~~~~N~~~ 
Arkansas Oklahoma Gas Corp. 

Arkansas Western Gas Co. 

CenterPoint Energy Arkla 

NlCOR Gas Co. 

~~~~~~~ 

Snow & Ogdon Gas Co., Inc. 
Switzerland County Natural 
Gas Co., Inc. 

Aauila 

Gas 

Gas 

Electric 
Electric 

E 

El 

Gas 
Gas 

included short-term debt. Further, it is unclear whether the 
Morgan Stanley analysis was for Commonwealth Edison and 
PECO, a Pennsylvania-based affiliate, separately, or for the 
proposed combined entity. It also is not known if the invest- 
ment bankers used the same capital structure or made the same 
assumptions regarding the treatment of transitional funding 
instruments, the ICC added. Re Commonwealth Edison Co., 
No. 05-0597,250 PUR 4th 161, Jub 26,2006 (Ill C. C.). 

Phillip S. Cross is a legal editor for Public Utilities Fortnightl$. 
Pledse address any questions about the survey to him atpcross@ 
purcom. 
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Company Name 

~~~~~~ 

Empire District Electric Co. 
Kansas Gas & Electric Co. 
~ ~ N T U ~ ~ ~  

Interstate Power & 

Sierra Pacific Power Co. 
Sierra Pacific Power Co. 

Electric I ER02080506 
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* Settlement agreement. No ROE figure stated. 
1. ROE figure shown includes a 30 basis-point upward adjustment to account for 

LDCs higher risk when compared to financial study proxy group. 
2. Adopted ROE set below the normally accepted mid-point range to reflect find- 

ing that LCD had been deficient in accounting and record keeping practices, 
and had exhibited a pattern of inadequate customer service. 

3. Order adopting rate-making cost of capital for major investor-owned energy 
utilities. 

4. Approved overall rate of return 5 basis points higher than last authorized rate. 

Produces only nominal change in revenue requirement. 
5. Although allowed ROE is 20 basis points higher than prior year's award, rate 

reduction results from lower approved figures for cost of debt and preferred 
stock. 

6. Revenue sharing agreement setdement. Existing rates remain in place. Retail 
base-rate revenues benveen specified threshold amounts will be shared 213 to 
ratepayers and 1/3 to shareholders. No ROE specified in revenue-sharing setde- 
ment 

7. Figure shown is current ROE for recovery clause calculations and other non- 
base-rate purposes. 

8. Stipulated overall rate of return of 8.1%. No ROEgiven. 
9. Delivery service only 
10. Final figure per order on rehearing issued 05/28/06. Initial order induded an 

11. Settlement agreement. No ROE figure provided. Overall rate of return listed 

12. Setdement 'agreement indudes ROE as shown. 
13. Figure shown includes adjustment for initiation offuel adjustment charge rate. 
14. Approved setdement provides that $28.106 million in environmental sur- 

charge costs will be removed from adjustment clause fling and incorporated 
into base rates. 

increase of $45.6 million. 

as 8.879%. 

15. Order on periodic earnings review under existing rate stabilization plan. 
Threshold for earnings sharing lowered from current ROE of 12.25% to 

11.25%. 
16. Commission finds stranded cost recovery complete. Figure shown allows Full 

17. Figure shown is Phase 1 grant. Phase 2 grant totaling an additional $1 14.9 

18. Commission rejects proposed risk-premium adder as unwarranted given 

recovery of production h e d  cos0 on a going-forward basis. 

million revenue requirement effective 111107. 

LDC's improved credit rating and recent regulatory actions limiting risk such 
as preapproval of energy supply plans and ROE premiums for large constmc- 
tion projects. 

19. Delivery service rates. 
20. Revenue a d  indudes credit of $1.4 million in allegedly unreasonable gas 

commodity costs recovered from ratepayers in 2005-2006 heating season. 
21. Per settlement proposal. Commission finds revenue figure reflects amount the 

LDC requires to operate and maintain its gas distribution system. 
22. Figure as listed in approved settlement agreement. 
23. In July 14,2005, order for notice and hearing the commission consolidated 

utility's rate-case filing and application for performance-based rate plan. Utiiity 
may dedine commission-approved performance plans, in which case rates may 
be reset based on cost-ofservice data. 

24. Order approving performance-base rate plan. Commission rejects proposal 
to dismiss general rate filings and approves revenue requirement findings as 
shown to be used in event utility rejects plan. 

25. Financial data indicated the need for a $393.9 million increase, but WEPCO 
only requested an increase of $256.4 million based on the recovery of: $67.5 
million in costs related to transmission charges; $70. llmillion related to relia- 
bility investments; $6 million in costs related to renewable sources of energy; 
$93.4 million in additional fuel costs; and $19.4 million related to Midwest 
Independent Transmission System Operator additional costs. 



Regulators use rate cases 
to craft incentives for 
capital spending. 

new trend has evolved in utility rate cases. In 
the past year, state utility regulators have begun 
tailoring return-on-equity (ROE) rate 
allowance to encourage utilities to build infra- 
structure. 

Traditional ROE analysis focuses on the util- 
ity’s ability to attract sufficient capital to make the investments 
necessary for providing adequate service. Generally speaking, 
rate regulators leave the timing and choice of such investment 
to utility managers. But some current cases show an increas- 
ing willingness to give managers an earnings incentive to pur- 
sue preferred investments. 

Federal regulators have made some high-profile moves in 
this direction in recent years. FERC recently ruled an invest- 
ment by an electric utility in a transmission expansion project 
for Western Pennsylvania is eligible for significant levels of 
ROE incentives.’ In that case, the commission found 
Duquesne Light Co. was under no absolute mandate to make 
the upgrades and had voluntarily chosen to invest in an impor- 
tant reliability project that would benefit consumers. 

The ruling allows Duquesne to earn returns as high as 13.8 
percent on the investment. A look at the company’s returns 
reported this year indicates what a good deal this is for investors. 



The idea the ROE allowance might be 
adjusted to make sure utilities can attract 
adequate capital is not new to state regula- 
tors. This year, howwer, several states have 
looked beyond the traditional base-rate 
proceeding to exploit the ROE component 
of regulated rates as a tool to improve 
energy system reliability and efficiency. A 
recent resource-planning case involving 
Nevada‘s electric utilities provides an exam- 
ple? (The proceeding wasn’t a rate case [and 
therefore does not appear in the accompa- 
nying chart], but rather an integrated 
resource planning (IRP) proceeding.) 

According to the Nevada Public Ser- 
vice Commission (PSC), the state faces a 
number of challenges in meeting its long- 
term electricity needs. The PSC says the 
state‘s major utilities have forecasted a need 
for significant new power supply, with a 
real possibility of shortages in the near 

Explanatory notes accompany most entries, and citations are provided for orders pub 
lish rts, 

term. Additionally, the utilities rely on purchased power to 
meet a large part of their load requirements. Mer reviewing 
the utilities’ preferred resource plans, the commission con- 
cluded the public would gain maximum benefit if the utilities 
build and own a new large power plant. 

The Nevada PSC also identified a clean-coal option as the 
best choice for the state‘s consumers, rather than relying on a 
gas-fired power plant that would be cheaper to build, but often 
more expensive to run. The commission said the utilities 
should be encouraged to invest in more renewable energy to 
add needed diversity to the generation mix. 

To make this happen, the PSC granted Nevada Power Co. 
and Sierra Pacific Power Co. several “equity adders” ranging 
from 0.125 percent to 0.25 percent for hitting or exceeding 
solar and non-solar renewable targets, as well as for complet- 
ing the requested clean-coal plant by 2012. 

Estimating an appropriate rate of return on equity for util- 
ity investors is a fundamental component of the cost-of-serv- 
ice rate case conducted across the nation by state energy utility 
regulators. The following survey (see chart) demonstrates the 
results of those proceedings over the past year. As usual, cur- 
rent interest rate trends and a discussion of business risk dom- 
inate the debate; market restructuring efforts either wind down 
or mature; and discussion of the effect of such programs on 
ROE in traditional rate proceedings seems to be on the wane. 
In addition to the idea the ROE rate component is an appro- 

priate tool to signal investment preferences as discussed above, 
regulators at the state level also are beginning to focus on the 
effect their own more traditional regulatory methods and pro- 
cedures might have on a utility’s risk profile. 

One example of this is seen in an electric rate case decided 
by the Idaho PUC? In that case, the PUC authorized Idaho 
Power Co. to implement a three-year, fixed-cost decoupling 
pilot program. The mechanism adjusts rates upward or down- 
ward to recover the company’s fixed cost of service independ- 
ent from the volume of the utility’s energy sales. With such a 
plan, a utility collects a stable revenue stream whether or not 
its customers respond to conservation incentives in a positive 
way. (For example, if sales go down due to efficiency improve- 
ments or conservations, rates will go up within a 3 percent 
cap under the approved plan.) 

After setting a revenue requirement and a new ROE for the 
coming rate period, the commission put the utility on notice 
that it would address in a future rate case whether it should 
reduce the company’s authorized ROE to reflect reduced risk 
of cost recovery under the new adjustment mechanism. 

Phillip Cross is legul editor of Public Utilities Fortnightly Contact 
him utpcross@pur.com. 

es 
1. Re DuguerncLight Co., FERCDockerNos. ELOG-109-000etal., Feb. 6,2007. 
2. Re N e v d  Power Co., 253 PUR4th252 (Nw. P.S.C. 2006). 
3. Re I d d o  Power Co., 256 PUR4th322 (Idaho PUC 2007). 
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Company Name Type of Case, Docket, Application Order Date Test-year Increase Increase Rate of Return on 
Common Equb Service or Decision Date End Date [Decrease] [Decrease] 

(Electric No. Requested Granted 
or Gas) ($Million) ($Million) Newly 

Authorized Authorized 
Rata% Rate% 

* Setdement agreement. No ROE figure stated. 
1. Figure reflects finding by commission that utility collects 40 percent of retail 

revenues through adjustment clause, making it less risky than other compara- 
ble utility companies. 

2. Revenue settlement reflects cost ofequity as shown. 
3. Revenue shown is after LNG mitigation. 
4. Revenue settlement includes earnings-sharing mechanism, which provides for 

allocation to ratepayers of 100 percent of all earnings above figure shown. 
5. Serdement stated ROE. Previous case was settled with no stated ROE. 
6. Order on periodic earnings review under existing ratestabilization plan. Figure 

shown is threshold for earnings sharing. 
7. The last case involving this utility where the cost ofequity is noted resulted in a 

final order issued May 1991. Four rate cases filed since that date were deter- 
mined by settlement agreements that did not specify any element of the mt of 
capital. 

8. The last case involving this utility where the cost ofequitywas noted resulted 
in a final order issued December 1984. Si rate investigations filed since that 
dare were determined by settlements, which did not specify any element of the 
cost of capital. 

9. An additional $1 million increase to become effective Nov. 1,2007. 
10. In addition to revenue increase shown, utility is authorized to make permanent 

a two-year $58.1 million increase approved by order dated Oct. 14,2004. 
11. Partial settlement agreement indudes ROE + Revenue figures. 
12. Figures shown is toral system-wide increase for L&P operating division is $45.1 

million. Increase for MPS operating division is $13.6 million. 
13. ROE figure shown reflects downward adjustment of 32.5 basis points for 

reduced risk associated with approved a straight fixed-variable rate design. 
14. An additional $358,853 increase effective Nov. 1,2006; additional $107,475 

effective May 1,2007. 
15. First year of three-year revenue settlement agreement. 
16. Earnings sharing component of rate plan triggered if utility achieves 11 percent 

ROE, reduced to 10.8 percent if company fails to earn “retail customer choice 
education incentive.” 

17. Earnings sharing component of rate plan triggered if utility achieves 10.6 per- 
cent ROE. 

18. Rate orders address two filings. The first, a general rate increase application 
resulted in rate decrease shown. The second, a request to recover costs of a new 
generating plant, produced an increase of $42.1 million, effective when plant 
comes on line. 

19.Ordersetarangeof11.25 to 11.75percenrwithratessetusing 11.70percent 

20. Settlement Agreement indudes ROE as shown. 
21. On 9/16/05 the Consumer Advocate Division petitioned theTennessee Regu- 

latory Authority (TRA) to open an investigation to determine whether Atmos 
Energy Corp. was overearning. 

figure. 

22. Final order pending. 
23. After an investigation byTRA staKand then a contested case proceeding, the 

TRA determined on 10/26/06 that Atmos had a revenue surplus of $6. I mil- 
lion for the 12 months ending 9/30/07. 

increase by $85 million effective 1211 1/06 and by an additional $30 million on 
61 1/07. 

24. Increase shown is subject to a $30 million rate credit. Net of credit, rates 

25. Revenue setdement reflects ROE as shown. 
26. Application to adjust capped rates to recover prudently incurred incremental 

27. Base period for calculating incremental investment. 
28. Figure shown reflects current financial conditions. Applicable only as “cany 

charge” on incremental costs determined in current case. 

29. Commission adopts stipulated performance-based rate plan. Ram frozen of 
current levels for 5 years beginning Jan. 1,2006. 

30. Stipulated performance-based rate plan provides that utility will share earnings 
over figure shown 75 percent to ratepayers 25 percent to shareholders. 

31. Final revenue figure subject to adjustment for calculation ofpower costs. 

32. Joint application. Both companies constitute a single utility system with the 

33. Figure shown is total of electric, gas &water operations: 

environmental and reliability costs. 

same rates and power supply source. 

$797 million approved electric increase. 
5.347 million approved gas incraese. 
$548 million approved water increase. 

34. ROE award applied to 55 percent common equity finance ratio. 
35. Revenue award indudes cost offuel. 
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2008 ROE Survey 

Rates, Risks & Regulators 

ecent shocking and unprecedented news in financial markets brings to mind 
several questions about utility rate cases and authorized returns. Given that util- 
ity regulators rely on financial models when seeking to determine the cost of 

capital for a utility, one might ask what effect stock prices and interest rates will have 
on the process. Will regulators feel a need to consider broader economic effects when 
engaging in a process that is often closely watched by the investment community? 

In this rime of economic uncertainty, 
utility investors are reminded that 
authorized return on equity (ROE) 
allowances aren’t actual earnings, but 
rather the rates utilities and regulators 
use to determine how much money 
consumers must pay to make it possible 
for the utility to earn a reasonable profit 
and to attract investors in the future. 
As such, the award is not a guarantee. 
To earn the ROE set by a commission, 
the utility must keep future expenses 
and sales at or near the levels as during 
a 12-month proxy period known as 
the “test year.” 

In extraordinary times like these, reg- 
ulators should expect some extraordinary 
testimony from the financial experts who 
appear as witnesses in rate cases. 

The Ratemaking Formula 
Reported here are results of Fortnightlys 
annual survey of utility rate cases. The 
survey, which reports the statistical 
results of traditional rate proceedings, 
provides a sample of major retail electric 
and natural gas rate cases conducted by 
state regulators across the nation. (And 
this year, for comparison, we included 
several Ontario rate cases.) 

information about what it will cost the 
utility to run the company, including 

When setting rates, regulators gather 

operating expense, taxes and deprecia- 
tion, short and long-term borrowing, 
plus the fair return on investment. To 
arrive at an amount of money to be col- 
lected from ratepayers for the return 
component of rates, the value of the 
company’s property, or rate base, is 
calculated and the ROE rate is applied 
to that figure. The resulting number 
of dollars is then added to the cost-of- 
service ratemaking formula to arrive at a 
total revenue requirement for the utility. 

Given this, it‘s easy to understand 
why the ROE part of a rate case often 
is the most contentious. First, while 
expenses and other costs might be 
determined with some level of certainty, 
the amount of profit that‘s considered 
“fair” certainly is subject to debate. 

Additionally, the second part of the 
issue-what level of return is necessary 

to attract investment in the company 
and provide incentives for managers 
to make business decisions that benefit 
consumers-also is a question tailor- 
made for debate, and for analysis by 
financial consultants and attorneys. 

survey, the Wisconsin Public Service 
Commission (PSC) discussed the 
distinction between the “bare-bones” 
cost of capital, as revealed by statistical 
models, and the appropriate ROE 
award for ratemaking purposes. The 
PSC explained one view: The cost of 
equity represents the target for the return 
on equity. According to this perspective, 
financial-model results are the central 
focus, and absent extraordinary circum- 
stances, the regulator should set the 
ROE at its best estimate of the utility’s 
cost of equity. 

the PSC: The cost of equity is just one 
of several factors that direct a regulatory 
body toward the proper ROE. In this 
view, during normal economic times, 
the financial models provide estimates 
as to the minimum acceptable return, 
and not necessarily the fair return. The 
fair return, under this method, typically 
lies above the cost of equity. 

The Wisconsin PSC chose the latter 
view, explaining that the cost of equity 
represents the starting point in the ROE 
analysis, and in most cases does not 
represent the target rate of return for 
ratemaking. The PSC said setting the 
return on equity at the cost of equity, by 
definition, is a minimalist policy that 
would allow the utility barely to com- 
pete for capital. [See Re Northern States 
Power Co., Wnconsin, 2a PUR4th 236 No. 
4220- UR-I 15, Inn. 8,2008 (Win. l?S C).] 

In a case reported in this year’s ROE 

An opposing view also was offered by 

Stock Prices and Interest Rates 
Stock prices and interest rates are funda- 
mental inputs in models used in setting 
ROE awards. Interest rates frequently are 
cited as a benchmark. The so-called “risk- 
free rate” readily is observable in the % 
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market for government securities. The 
base rate is identified for the test period 
under review and a premium above that 
amount is chosen that represents the 
increase necessary to cover additional risk 
associated with stocks and to attract utili- 
ty stock investors. If rates for government 
securities are low, many would argue that 
ROE awards should follow. 

Another example ofhow changes in 
interest rates might affect ROE awards is 
found in a recent decision by the Califor- 
nia Public Utilities Commission (PUC). 
In that case, the PUC adopted a new, 
multi-year cost-of-capital mechanism 
(CCM) for the major California energy 
utilities. Under the new plan, the costs of 
capital used in setting rates for the utility 
companies-&., costs for long-term 
debt, preferred stock and common equi- 
ty-will be set every three years in a full 
cost-of-capi tal proceeding. However, 
changes in interest rates that occur out- 
side of a loo-basis point deadband under 

a 12-month measurement period would 
trigger adjustments to the capital cost 
rates ofthe utilities. [See& Southern 
CaL$rnia Edison Co., 265 PUR4th IGl, 
D. 08-05-035, (CaL PU C. 2008).] 

As for stock prices, a review of this 
year’s rate cases shows the discounted- 
cash-flow (DCF) method remains the 
gold standard for financial modeling of 
utility cost of capital. (Other methods 
that directly assess the cost of risk-free 
investments also are used.) The DCF 
method uses as input the stock prices 
and dividend payments of companies 
with comparable risk. The most recent 
stock price is the one used when calcu- 
lating dividend yield and growth rates 
under the DCE As described in Dr. 
Roger Morin’s text on utility cost of 
capital, The New Regulatory Finance: 

Conceptually, the stock price 
to employ is the current price of 
the security at the time of estimat- 
ing the cost of equity, rather than 

some historical high-low or 
weighted average stock price over 
an arbitrary historical time period. 
The reason is that the analyst is 
attempting to determine a utility’s 
cost of equity in the future, and 
since current stock prices provide a 
better indication of expected future 
prices than any other price . . . . 
[tlhe most relevant stock price is 
the most recent one.. .. Use of 
any other price violates market 
efficiency. 
In rate cases to come over the next 

year, the drop in stock prices will have a 
major effect on the debate. It remains to 
be seen how the experts and the commis- 
sions will explain the role of the models 
in the process and the hard decisions that 
must be made to keep utilities financially 
sound. 

Phillip S. Cross b FortnightlyS legal editor. 
Email him atpcross@pur. com. 
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Endnotes 

1. Utility operates under a rate stabilization and equal- 
ization (%E) plan- an alternative rate-making 
mechanism that provides for periodic automatic 
adjustments to maintain ROE within a specified 
range. ROE figure shown is midpint of approved 
range. 

issued 6/10/2002 for period ofseven years ending 
on Dec. 31,2014. 

common equity to average capitalization to 57% 
by Dec. 31,2008 and to 55% by Dec. 31,2009. 

4. Produces overall rate of return on “fair value” rate 
base of7.03%. 

5. Settlement stated ROE; ROE figure reflects down- 
ward adjustment for reduced risk associated with 
billing determinant adjustment tariff. 

major investor-owned energy utilities. 

2. Order renews existing RSE approved by Order 

3. Indudes phase-down of existing cap on ratio of 

6. Order adopting ratemaking cost of capital for 

7. By subsequent order commission adopts a multi- 

year cost-of-capital mechanism (CCM) for major 
utilities. Under CCM, utilities will file applications 
every third year beginning in April 2010. Changes 
in interest rates outside ofa loo-basis point dead 
band would trigger off-year adjustments. See Re 
Southern Cal$miaE&on Co., 265PUR4th 161 
(Cal.P.U.C.2008). 

excess of allowed ROE. 

decision. 

8. Order determing utility earned $15.5 million in 

9. Allowed ROE approved March 14,2007 rate-case 

10. Department fin& 10.1% ROE reasonable for 
current earnings review. 

1 1. No ROE was specified in the Settlement Agree- 
ment. However, in a subsequent filing WGL 
reported that an ROE of 10% was used to calcu- 
late carrying costs. 

12. $98.6 million requested in application, modified 
to $63 million, to reflect the Hawaii P U G  deci- 
sion to separate HECOs DSM program costs 
from the rate case to a separate docket. 

13. Order granting application for a determination of 

advanced ratemaking principles for a proposed 
wind-generation project. 

14. Result from two most recent dockets involving 
wind-power projects. 

15. Proceeding to review level of earnings under for- 
mula rate plan. 

16. Test year utilized is actual year ending September 
30,2007 withprofom to June 30,2009 and 
Rodemacher Unit No. 3 full year operations. 

Increase $250.1 million; Fuel Cost Savings 
($224.4) million; Refund of WS-3 Carrying 
Charges ($98) million; Net Decrease ($72.3) mil- 
lions. 

17. The components are as follows: Base Rate 

18. Company requested 12.25% ROE. 
19. Order granting requests by two electric utilities for 

permanent rate recovery of costs associated with 
damages caused by Hurricanes Rita and Katrina. 

20. Utilities directed to file full ROE analysis reflect- 
ing reduced risk associated wirh “up-front” recov- 
ery of future storm costs. 

21, Increase to monthly customer charge for increased 
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operating expense and equipment replacement. 
Commission also approves “Capital Surcharge” to 
generate $.546 million over five-year year period 
to fund capid additions. 

22. Figures shown are total revenue requirement, not 
revenue suff~ciency or deficiency. Approved settle- 
ment agreement bawd on $54.4 million total rev- 
enue requirement. Company initially requested 
rates to recover $56.6 million in revenue. 

23. Order approving stipulation that decreases electric 
distribution rates and establishes a new five-year 
alternative rate plan. 

24. Rate plan contains a high-end earnings-sharing 
provision mandating reliability investments if 
earnings exceed 11% ROE during term of rate 
plan. 

25. Rdects reduced risk to investors stemming from 
improvements in Capital structure and divestiture 
of nuclear assets. 

26. Settlement agreement. 
27. Settlement silent on ROE. Utility continues to 

use ROE authorized in prior rate case. 
28. Demand-side management programs in rate bare 

earn a 5% enhancement on ROE, or 15.6%. 
29. The Tracy combined-cyde generating unit earns a 

1.5% incentive ROE, or 12.1%. 
30. Revenues required under threeyear rate plan. 
31. Rate order indudes earnings-sharing plan allocat- 

ing 50% of actual earnings above 10.7% ROE to 
shareholders. 

32. Order establishing threeyear rate plan. 
33. Figure shown is levelized annual increase for each 

of three ratr years ending June 30,2009,2010 
and2011. 

34 Equity earnings sharing mechanism with 50% 
sharingofearnings between 10.2% and 11.2%, 
7.5% above 11.2%. Figure shown is base figure for 
revenue requirement. 

35. Commission orders further reduction of $53.924 
million for issues not settled under stipulation. 

I Fortnightly’s 2008 ROE survey covers cost of equity capital determinations by state I 

36. Last rate order issued 2002. 
37. Settlement agreement. ROE not specified. 
38. ROE for natural gas distribution utilities set in 

accordance with OEB Draj GuiaLIines on a 
Form&-Bmed&turn on Common Equityfor 
Regukzted UtiLities (Onrario E n 9  Board 

39. For electricity rate applications (transmission 
March 1997). 

and distribution) the $ shown as requested and 
approved are the total revenue requirement, not 
as revenue sufficiency or deficiency. 

40. ROE for electridry transmitters and distributors 
set, beginning on 2007 in accordance with the 
&port ofthe Board on Cost of Clpidand2nd 
Generation Incentiue Regukztion for Ontarioi 
Ehctricip Distributorr. 

41. Settlement agreement. 
42. Settlement agreement. ROE not specified. 
43. Application to adjust rates under formula rate plan. 

44. Settlement agreement. ROE not specified. 
45. Board approves memorandum of understanding 

(MOU) as a bottom-line settlement in which 
overall rate level is found just and reasonable. 

46. Figure shown stated in MOU pending adoption 
of alternative regulation plan or order in future 
rate proceeding. 

47. Approved stipulation authorizes stated revenue 
increase, as well as a four-year, perfonnance-based 
rate plan. 

earnings in e x e s  of 10.5%. 
48. Plan required company to share with ratepayers 

49. Subsequentlyrevised to $34 million. 
50. Net of Point Beach nudear power plant aedits. 

Effative increase for 2009 of$183.5 million net 
of Point Beach credits. 

51. Ofietbyacreditof$315.9millionforthesale 
of the Point Beach Nuclear Power Plant. Credit 
reduced to $240.7 million in 2009. 



2009 ROE Survey 

Austerity Savings 

review of thc rate cases decided over the past year indicatcs that the economy 
remains at the forefront in the news, and on the minds of regulators in rate-case 
proceedings. The issue has taken a new twist, howwer, as regulators are now 

placed in the unenviable position of determining an allowance for return on equity 
(ROE) that‘s fair to consuiners and investors in a volatile economy. When Fortnigbtb 
presented this feature last year, we reported that regulators were seeking to determine 
the effect the dip in the stock market, falling interest rates and tightening credit might 
have on financial modeling, as well as subjective views of the return necessary to 
attract investors. This time, the cases that stand out are those in which regulators are 
exploring the limits of their discretion under the regulatory compact to balance the 
interests of consumers and shareholders in the face of a severe economic downturn. 

The task ofsetting the return or profit 
component of regulated rates for utility 
service is one that begins with a review 
of mathematically derived estimates of 
the return expected by investors in the 
future. Regulators also arc called on to 
use their informed judgement to pro- 
duct a rcsult that‘s fair to consumers and 
investors alike. The final answer often 
is expressed as a range of “reasonable” 
results that would at either end provide 
a fair return to investors and reasonable 
rates for consumers. This gives regulators 
some wiggle room when determining a 
final ROE figure or when seeking other 
ways to hold down rates for con- 
sumers---or to keep rates high enough to 
make sure a utility has access to capital. 

A recent case decided in Michigan 
shows how the financial crisis might 
redound to the benefit of shareholders in 
a rate-case setting. In that case, the state 
public service cornmission (PSC) ruled 
that Detroit Edison’s ROE should 
rcmain at 1 1 percent, even though its 
staff recommended a rate of 10.5 percent 
and other parties presented evidence 

supporting lower figures. The utility had 
asked for an allowance of 1 1.25 percent, 
a rate only slightly above the approved 
rate set in 2006. The PSC concluded 
that maintaining the status quo on the 
company’s ROE in light ofMichigan’s 
economic circumstances and the U.S. 
crcdit crisis was thc most prudent course 

of action. The commission said the 
worldwide crisis and ensuing breakdown 
in confidence among financial institu- 
tions led to rising long-term borrowing 
rates. It also noted that the credit-system 
freezz causes concern for the utility’s con- 
tinued ability to provide financing for 
infrastructure investment needs, and 
then to continue to provide safe, reliable 
and abundant power at reasonable rates. 
The PSC concluded that “a cautious 
approach in changing the company’s 
ROE is necessary to ensure investor 
confidcnce and company access to capi- 
tal markets” [He The Detroit Edison Co., 
Care No. U-15244,270 PUR4th 134 
(Mich.l?S. CZOOS)]. 

Discretionary Cuts 
Regulators in Connecticut looked at the 
crisis another way. While setting rates 
for United Illuminating (UI), the Con- 
necticut Department of Public Utility 
Control (DPUC) lowered the com- 
pany’s ROE from a level of 9.7 percent 
set in 1996 to 8.75 percent in a rate case 
heard this year. It rejected a claim by the 
electric utility that financial models 
relied on in the past should bc adjusted 
to account for a change in investor 
behavior as a rcsult of the crisis, includ- 
ing a shift away from looking at divi- 
dend payments as a measure of long- 
term growth and instead focusing more 
on earnings per share as a guide to 
investment decisions. The company 
claimed that dividend growth has 
remained stagnant due to heightened 
financial concerns in the utility industry. 
Expressing a keener interest in the 
macroeconomic issues at play, the 
DPUC concluded that although the 
overall outlook for the economy as a 
whole is weak, investors likely will con- 
tinue looking to the utility sector as a 
safe haven amidst a volatile market 
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environment. The DPUC said that even 
though the company was embarking on 
a high volume of capital spending and 
infrastructure improvements, that would 
be ofiet by UI’s strong financial posi- 
tion, limited risk profile, visible forward- 
earnings stream, high dividend yield, 
strong balance sheet and strong cash 
position. Despite higher spreads and 
yields, utilities still outperform most 
sectors of the bond market. As such, the 
cost of equity for the electric industry is 
among the lowest of all industries in the 
United States. All these indicators sug- 
gested a substantial decline in the overall 
equity cost rate, in the view of the 
DPUC [Re The United Illuminating Co., 
Docket No. 08-07-04, Feb. 4,2009 
(Cann.D.Pb! CY)].  

Focusing directly on the plight of 
consumers during the current economic 
crisis, the DPUC in a second case 
reduced rates for a natural gas local dis- 
tribution company (1,DC) by $16.2 
million, reflecting an allowed ROE of 
9.31 percent. ‘I’he department rejected 
claims by the utility that a rate increase 
was required due to current economic 
conditions that had resulted in nearly 
15,000 residential service terminations 
due to non-payment of bills. Rather 
than hike rates to cover past-due bills, 
the current cconornic conditions 
required the LDC to share in the eco- 
nomic difficulties of Connecticut citi- 
zens by aggressively managing its 
operational expenses and capital invest- 
ments, the department said. Driving 
home this point, the DPUC disallowed 
for rate-malung purposes, costs incurred 
for non-qualified pension plans, finding 
that ratepayers shouldn’t have to fund 
excessive pension benefits in difficult 
economic times [Re Connecticut Natural 
Gas Corp.?274 PUR4th .345 
(Conn.D.PU; C. 2009)]. 

In perhaps the most dramatic exani- 
ple of ratemaking meets an cconomy in 
crisis, the New York I’ublic Service 
Commission (PSC) has in recent cases 

addressed consumer issues by imposing 
what it calls an “austerity savings” adjust- 
ment for energy utilities o p t i n g  in the state. 
In those as, the I’SC d y  in& the 
ROE in acconlancewith the r d t s  offinan- 
wal m d s ,  but at the same time took away 
rewnues by adjusdng cost-of-service estimates 
to reflect the saving expected under man- 
dated austerity saving propns. ’Ilie PSC 
was c a r d  to explain, h m ,  that ifthe cost 
savings weren’t found, the utility could 
paition for a deferral of thc cosc~ and possible 
m e r y  in a future rate period. 

For example, the PSC recently has 
approved a rate increase of $72 1 million 
for Consolidated Edison of New York. 
In that case, the PSC establishcd an 
ROE of 10 percent for the utility, an 
increase from its earlier authorizcd ROE 
of 9. I percent. The PSC reviewed sev- 
cral measures designed to reduce the 
level of the increase in the context of the 
current economic downturn. It deter- 

mined that Con Edison should impose 
additional cost-cutting measurcs and 
directed the company to identitj. and 
implement an “austerity budget” that 
would reduce its revenue requirement by 
$60 million for the coming year. 

The issue of the proper ROE 
remained separate from the austerity 
savings ruling, however. Through the 
trial briefing stage, the company sup- 
ported an 1 I-percent equity return 
allowance but reflected only 10 percent 
in its May 2008 tariff filing. The PSC 
noted that it’s unusual for a utility to 
support one equity return in testimony 
and to reflect a lower one in the rcvcnue 
request set forth in its tariff filing, but 
accepted the filing and went on to exam- 
ine the results of financial models pre- 
sented in the case. The PSC did note 
that the revenue requirement difference 
between 10 percent and 11 percent was 
approximately $1 15 million a year. The 
company described its I 0-percent 
request as part of its proposal to “amelio- 
rate bill impacts on customers.” The 
PSC went on to find that assigning a 
two-thirds weight to results under its 
own discounted cash flow analysis, and 
one-third weight to an average of the 
capital asset pricing model to the results 
presented by the parties to the case, 
showed that independent of the com- 
pany’s offer to settle for a 10-percent 
return based on its original request, 



the same increase in the company's ROE 
proved to be the one that the evidence 
had shown to be adequate to compensate 
investors and attract capital in the near 
future. 

Nevertheless, turning back to the issue 
of the macroeconomic concerns in the 
marketplace, the PSC stated that expen- 
ditures that are reasonable during average 
or good economic times aren't necessarily 
reasonable when economic conditions are 
extrcmely poor. When consumers are 
experiencing an extraordinarily harsh eco- 
nomic climate, a certain mmure of fru- 
gality is properly expected from utilities 

and a reprioritizing of expenditures may 
be needed, the PSC said, citing such 
measures as fi-eezing executive pay, 
restricting hiring, cutting travel costs and 
other so-called "discretionary" expcnses. 
With this said, it ordered a downward 
adjustment to the company's rwenue 
requirement amounting to $60 million, 
half ofwhich will be subject to hrther 
review and potential deferral based on a 
review of the company's ability and best 
efforts to implement the rcquired meas- 
ures effectively. It pointed out that this 
amounts to approximately 3.6 perccnt of 
non-he1 operation and maintenance 

costs and emphasized that the company's 
management will be responsible for 
determining how best to achieve the $60 
million revenue requirement reduction 
while maintaining reliability, service qual- 
ity, and safety [Re Consolidzted Edison Co. 
ofNew York, Inc., Cases 084-0535? 08- 

See ako Central Hua!son Gas &Ekctric 
Cop, 274 PUR4th 257 (N YE'S. C 
2009) where the PSCako discused 
macroeconomic conditions that rnuy be 
used as u bus3fir requiring the so-cuhd 
austeri9 djustments to a compuny> 
revmue requirements]. 
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j Type Decision I Date 
Company I Utility Case, Docket or I Application 1 Order 

I 

i 

i 

7--- - ___ _I_ - l _ _ _  
Ohtc 

! Gas j 
i i  

~ k ~ a ~ ~ ~ ~  ' I  ! ;  
CenterPoitit Energy 

~~~~~~ 
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, 10/31/08 i 6/30/09 1 12/31/07 1 3.9 I 3 1 11.7_5" 1 NA* 
South Dakota 
Otter Tail Power 

_I 

I 3 I 



*Settlement agreement. No ROE figure smed. 
1. Parties to approved settlement agree to use currently 

audiotized ROE of 10.590 to calculate new rates and 
for hture regulatory filings through 12/31/09. 

2. Authorized rate shown is reduced by IO-basis points 
in setting final revenue requirement for management 
imprudence concerning billing problems. 

3. Revenue mount  is award for h a l  nvo years of com- 
pa$s four-year rate plan. 

4. Conimision states that 12% rate is equal to return 
allowed for odier small utilities in the state 

5. No ROE stated in setdement agreement on commis- 
sion order reflecting significant difference in pany 
positions. Parties agree to use existing rate of 10.25% 
for ocher purposes such xs avoided cost filings 

6. Rcsult from an "advanced raretiiaking principles" 
wse involving a coal-fired generating facility. 

7. Result froin an "advanced ratemaking principles" 
m e  (setdement) involving wind-power projects 

8. Fignre reflects specif~c finding by commission regard- 
ing appropriate ROE for future euvirotlnienral cost 
recovery filings. 

lished formula rate plan. 

withprofirmus to June 30,2009 and Rodemadier 
Unit No. 3 MI yrar operations. 

11. ROErangeof10.7"hro 11.3%. 
12. Figure shown conwined in rate case order decided in 

13. Formerly Aquila Elemic Operations. 
14. R a ~ c  Regulation Adjustment Rider. Formula ratr 

nirdianism fatures an annual rrcalculation ofthe 
allowed ROE and a graduated sharing of sarnings 
above the audiotized figure. 

15. Order authorizing an electric utility to indude in rare 
base, at a value of $407 million, its interest in a coal- 
fired generating plant. 

16. Revenue requirement for the life ofthe plant is based 
on the ROE figure shown. 

17. Order starcs that the ROE figure adopted only for die current rate case l ~ a  no 
precedential value. Commission cites as a basis for this comment the utility's 
small size relative to other gas utilities in the state, as well as its status as a pri- 
vately held entity. 

18. Figures reflected downward "austerity adjlwtment" to revenue requirement of 
$2.4 million for electric service and $.6 million for natural gas. Adjustment 
reflects recognition of economic downturn Adjustment will have no effect on 
ROE if utility defers or reduces expenses by an equal mount.  

9. Proceeding to review level of earnings wider estab- 

10. Test year utilized is act& year ending Sept. 30,2007 

1994. 

19. Delivery Service for hll-senke aid retail-aces customers. 
20. Annual iriurase for year endinglune 30,2010. Joint proposal submitted sup- 

plants rate application mmd calls for a three-year rate plan wid1 earnin@ sharing 
adjustment medianism. 

21. Rate period 9/1/09 dirough 8/31/10. 
22. Setdement approved 5/22/06. 

23. Ifutility elens to file for new rates prior to 101112010, ROE resets to 10.5%. 
24. Figure included in approved settlement agreement. 
25. Rate fding for First Energy operating companies' electric distribution services. 

26. Midpoint ofrange of 10% to 11% adopted by commission. 
27. Total award includes a separate adjustment for low-income customer &stance 

program, which is recolidled annually. 
28. Figure shown approved in 1987 rate order. 
29. Setdement agreement. 10.25% ROE set for calculation ofallommice for funds 

30. Cdculated using formula set forth in alternative regulation plan. 
31. I'rnceeding concerning environmental and system reliability cost? only. 
32. Company reports that figure shown is implied a part ofrevenue setdement 

process. ROE not stated in commission order. 
33. Appi-o~ed revenue stipulation does not state authoriztd ROE. Comnihion 

found it appropriate to continue to use 10.25?6 ROE adopted in the company's 
kst rate a s e  for purposes of evaluating earnings on a prospective basis. 

used during construction during rate-effective period. 
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a pilot program for revenue decoupling, 
along with cost trackers for uncol- 
lectibles and extraordinary storm expens- 
es. The commission in that case 
acknowledged that such plans could shift 
risk from investors to ratepayers, but 
found that economic conditions in the 
utility’s service area remained uncertain, 
posing challenges for the utility, and jus- 
tifying an ROE allowance at the top end 
of the range deemed reasonable in the 
financial models presented by the com- 
mission st&. (J4ich.P.S. C Cue Nos. 
U-15768, U-15751, Jan. 11,2010, 
ai 280 PUR4th 310.) 

Yet there remains another possible 
wrinkle in the decoupling story. If 
decoupling plans indeed are favorable 
for investors, and shift revenue risk to 
ratepayers, might it be reasonable to 
assume that investors already have 
discounted that information-ie., 
that investors have already factored this 
advantage into equity prices, so the 
lowered risk will show up already in the 
studies of comparable equity returns 
that expert witnesses typically will 
present in retail rate cases? 

If so, then no downward adjustment 
to ROE would be required for a decou- 
pled utility. 

In fact, that issue actually did arise 
in the Delmarva rate case decided in 
Maryland. In that case, the commission 
rejected the utility’s argument that no 
downward ROE adjustment was needed 
because, as the utility claimed, “other 
commissions have baked [decoupling] 
adjustments into the published ROES 
of comparable utilities.” 

According to the commission’s rate 
order, the decoupling plan afforded to 
Delniarva “an enhanced opportunity to 
earn its rate of return, even though the 
company has not faced in any meaning- 
ful way the business risks the program is 
meant to mitigate.” 

Baked-In or Decoupled? 
ate case risk in a climate of 

BY PHILLIP s. CROSS 

review of electric and natural gas 
rate cases decided over the past 
12 months shows state utility reg- 

ulators struggling to balance the interests 
of ratepayers and investors in an econ- 
omy that continues to put pressure on 
both. A major factor in many cases was 
a decline in actual retail energy salcs- 
whether attributable to the depressed 
economy or efforts to promote conserva- 
tion and energy efficiency. 

Decoupling plans offer a remedy for 
such shortfalls in salcs. Decoupling plans 
serve to sever the link between energy 
sales and the rate case revenue rcquire- 
ment, so that utility earnings won’t suf- 
fer, even as consumers conserve energy. 
Decoupling plans allow regulators to 
promote energy efficiency and conserva- 
tion without imposing undue financial 
risk on utilities and their investors. Yet 
t h y  also introduce a new complication 
in recail utility rate cases. Decoupling 
tends to shift rate case risk from 
investors to customers-a result that 
some consumer advocates say should 
require a downward adjustment ro the 
authorized target rate for ROE. 

In fact, several rate cases decided dur- 
ing the past year and included in the fol- 
lowing list can serve as examples of how 
state regulators are dealing with utility 
revenue risk in an unfavorable economic 
climate. In Maryland and the Districc 
of Columbia, in electric rate cases for 
PEPCO and Delmarva Power & Light, 
regulators adopted downward adjust- 
ments of 50 basis points to account for 
the fact that decoupling plans tend to 
reduce investor t isk. (Md PS. C. Order 
83085, Dec. 30,2009, at 278 PUR4th 
419; D. C. I?S. C. Order 1571 0, March 2, 
2010, at280 PUR4th 381.) 

In Nevada, which has been hit harder 
by the recent recession, the state Public 
Utilities Commission in a natural gas rate 
case chose co reduce ROE by 25 basis 
points to reflect the reduced risk of decou- 
pling. (Nev.PU. C Docket 09-04003, 
Nov. 3,2009, at277PUR4th 182.) 

In Michigan, however, where unem- 
ployment has proven to be particularly 
severe, the state Public Service Commis- 
sion rejected calls to reduce the approved 
ROE for Detroit Edison to reflect the 
changed risk profile from implementing 
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Company Utility Case, Docket 
Type Or Decision 

Arkansas 

Arkansas Southwestern 
Electric Power Co. Electric 09-0084 2/19/09 11/24/09 12/31/09 25.3 17.8 10.75 10.25 
Arizona 

Entergy Arkansas, Inc. Electric 09-0844 9/4/09 6/23/10 6/30/10 223.2 63.7 9.9 10.2 

__- 
Arizona Public Service Co. El&ic E-01345A-08-0172 3/24/09 1 9 6/30/09 448.2 11'0' 

, Arizona UNS Gas, Inc. Gas E-04204A-08-0571, 1 1/7/08 411 4/10 6/30/08 9.48 3.462 N/A 9.5 
280 PUR4th 505 

California 
Pacific Gas & Electric Co. ElectriciGas 07-05-003 et a/. 8/7/09 1011 5/10 12/31/09 N/A N/A 11.35 11.35' 

10.60 PacifiCorp Electric /2/10 i2/3i/11 8.36 4.06 N/A 
San Diego Gas& Electric Co. Ele&ic/Gas 07-05 1/21/10 i2/3i/o9 N/A N/A 10.79 10.79 
Sierra Pacific Power Co. Electric 08-08-004 8/1/08 10/29/09 12/31/09 8.91 5.5 11.50 10.70 

I 

Southern California 
Edison Co. Electric 07-05-003 et a/ 8/7/09 1 011 5/10 1 2/31 109 N/A N/A 11.40 11.40 
Colorado 
Atmos Energy Corp. Gas 09AL-507G 7/8/09 1/4/10 12/31/09 3.8 1.9 10.25 10.25 
Black Hills/ 
ColoradoElectric Co. Electric 1 OAL-008E 1/5/10 7/28/10 8/31/09 22.9 18.0 N/A 10.50 
Public Service Co. of 
Colorado Electric 5/1/09 12/24/09 12/31 /08 180.2 128.3 10.50 10.50 
Connecticut 

Power Co. PUR4th 41 0 
District of Columbia 
Potomac Electric Power Co. Electric 1076,280 PUR4th 381 5/22/09 3/2/10 12/31/08 44.5 19.8 10.0 9.625 
Florida 

Florida Power & L i s  Co. Electric 

Connecticut Light & Electric 09-12-05,282 1/8/10 6/30/10 6/30/09 177.6 101.gfi 9.4 9.4 

0901 25-GU 711 4/09 8 11.50 10.75 Chesapeake Utilities Corp. x x  Gas " 

080677-Ei zs" 75.47 -11.75 10.00 
" 

___ 11.25 10.85 
Progress E G g y  
Florida, Inc. Electric 090079-El 3/20/09 3/5/10 12/31/10 499.997 126.212 11.75 10.50 
Georgia 
Atrnos Energy Corp. Gas 0-30442,280 10/1/09 3/31/10 10/31/10 3.9 2.9 10.70 10.70 

Hawaii 
Hawaiian Electric Co. Electric 2008-0274 5/11/09 8/31/10 N/A N/A N/Aq N/A 'a 

Hawaiian Electric Light Co. Electric 2008-0274 5/11/09 8/31/10 N/A N/A N/A N/A 
Maui Electric Go. Electric 2008-0274 5/11/09 8/31/10 N/A N/A N/A N/A 
Idaho 
Avista Corp. Electric 

Illinois 
AmerenClLCA Electric 09-0306-09-031 1 6/5/09 4/29/10 12/31/08 27.8 2.2 10.65 9.90 

AmerenClLCA Gas 09-0306-09-031 1 6/5/09 4/29/10 12/31/08 8.8 -7.4 10.68 .40 

- 7.97 ___ 080366-GU 12/17/08 12/28/09 12/31/09 9.92 
_ "  "- "" I " _ "  - Gas - 

PUR4th 567 

x x _  

AVU-E-09-01 1/23/09 7/i7/09 /08 31.2 12.6 10.5 10.2 
Avista Corpr" __ - Gas  AVU-E-09-0f"-" 1/23/09 7/17/09 /08 2.7 1.9 10.5 10.2 

-I llll"x - _" -" 

(Cons.) 

"" _ x ;  ~- x -x-_ x x  " 
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AmerenClPS Electric 09-0306-09-031 1 6/5/09 4/29/10 12/31/08 50.6 17.5 10.65 10.06 
" x  ___- ~ ""-_ __-- ____ (Cons.) 

(Cons.) 

- 
Gas - 09-0306-09-0311 6/5/09 4/29/10^ 12/31/08 11.4 -1.7 10.68 9.19 

AmerenlP Electric 09-0306-09-031 1 6/5/09 4/29/10 12/31/08 102.3 15.4 10.65 10.26 

AmerenlP 
_ "  

(Cons ) 
Gas 09-0306-09-031 1 6/5/09 4/29/10 12/31/08 24.9 -11.3 10.68 9 40 

MidAmerican Energy Co. Gas 
(Cons.) 

09-031 2,280 6/2/09 3/24/10 12/31/08 3.387 2.7 10.13 
PIIR4th 59 

~ "I_- 11- I- " - -  - -  - -- 
10.17 Nicer Gas 

North S h E G a s  Co." Gas 9.99 10.33 
- -  I 

1 -- 

Peoples Gas Light & Coke Gas 09-0167 2/25/09 1/21/10 12/31/10 113.2 69.8 10.19 10.23 
Indiana 
Fountaintown Gas Co. Gas 437534 8/5/09 3/17/10 12/31/08 2.2 2.2 11.40 10.20 
Northern Indiana Public 
Service Co. Electric 
Westfield Gas CorD. Gas 

43526 8/27/08 8/25/10 12/31/07 28.0 -48.8 13.5 9.90 
43624 12/31/08 3/10/10 3/31/08 6.3 5.9 10.10 

Iowa 
Interstate Power & Light Go. Electric RPU-2009-0002, 3/17/09 1/19/10 9/30/09 170.6 83.7 10.70 10.50 

-- -" -_ -- "- 
280 PUR4th 1 

Electric RPU-TO9-0003" 3/25/09 12/14/09 NIA N/A* N/A+ N/A 12.20 
Kansas 

2.8 N/K Empire District Electric Electric 
Kansas City Power Light Electric " 09-KCPE-246-RTS 9/5/08 6/24/09 12/31/07 71.6 59 N/A' 

Atmos Energy Corp. Gas 10-ATMG-495-RTS 1 /29/10 713011 0 9/30/09 6.0 3.9 N/A* 

Kentucky 
I 

Atmos EnergrCorp. Gas 2%=0354 10/29/09 5/28/10 9.5 6.1 N/A* 

Kentucky Utilities Electric 2009-00548 1/29/10 7/30/10 10/31/09 135.3 98.0 10.63 N/A* 

_ "  "_ 
10-EPDE-314-RTS 11/4/09 6/23/10 6/30/09 5.2 

" " _ -  

Duke Energy Kentucky, Inc. Gas 2009-00202 7/1/09 12/29/09 1/31/11 17.5 13.0 10.20 10.375 

Louisville Gas & Electric Electric 
-Louisville Gas & Electric Gas 2009-00549 1/29/10 7/30/10 10/31/09 22.6 17.0 N/A; N/A 

___ __ 74.0 N/A' __ x x  ___ " _ "  _I__ 

2009-00549 1/29/10 7/30/10 10/31/09 94.6 

-- 1111 I -- --I - -II 

Louisiana 
Cleco Power 'cic 
Cleco P O ~ ~ ; ~ L C - - _  Electric U-21 496-L16 1/31/10 N/A 9/30/09 - T A  ~ N/A 11.25 11.25 

11 0 ' 5  
--1_ 

-93.4 11.25 - U-30689 '$ 7/14/08 10/14/09 6/30/09 -72.3 --- _^ I -~ - I -  

Electric - _ -  I _ _  - 

Entergy Gulf States 
10.65 " 

Entergy Louisiana, LLC Electric -12.9;' " 10.25 10.25 " 
" -- Louisiana, LLC Electric U-28916 10/8/09 10/14/09 12/31/07 N/A -3.7" 10.65 _ _  

Maine 
Maine Natural Gas Corp. Gas 2009-67 2/23/09 12/22/09 12/31/09 N/A N/A '' N/A 1 0.O2' 

* 

Maryland 
Delmarva Power Co. Electric 9192,278 5/5/09 12/30/09 12/31/08 14.1 7.5 10.00 10 00 

PUR4th 41 9 
-I_ " II _~ ~ ~- 1 _  

Potomac Elect6 Power Co. Electric 8/5/10 12/31/09 40.0 7 8  10.00 9.83 
Massachusetts 
Massachusetts Electric 
Co. and Nantucket 
Electric CO.'~ Electric 09-39 2 3 2 4  5/15/09 11/30/09 12/31/08 16,67 -25.009 25 N/A 10.35 
Michigan 
Consumers Energy Electric U-15645,278 11/14/08 11/2/09 12/31/09 215.0 139.41 10.70 10.70 

- 
"" ~ 1 -  " " _ - " _"I"" _ _ ~ ~ - ~ - x _ ^ - -  

PUR4th 457 - " "  
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illio 1 
Consumers Energy Gas U-15986 5/22/10 5/17/10 9/30/10 11 4.40 65.89 10.55 10.55 
Detroit Edison Electric U-15768,280 1/26/09 1/11/10 6/30/10 378.00 217.39 11.00 11 .oo 

PUR4th 31 0 
Michigan Consolidated Gas U-15985,282 6/9/09 6/3/10 12/31/10 192.639 118.56 11 00 11 .oo 

Uaoer Peninsula Power Electric U-15988 6/26/09 12/16/09 12/31/10^' 12782 6500 10.75 10.90 
_- PUR4th 1 - 

Wisconsin Electric 
Power Co. Electric U-I5981 7/2/09 7/1/10 12/31/10 42.100 23.465 10.55 10.25 
Minnesota 

9.71 10.24 25 _-_- 40.8 _-_ -_ G008/GR-08-1075 11/3/08 3/18/10 12/31/09 59.78 - -_  ̂ -- Centerpoint Energy Gas 
iG""esota I lll__ Power Electric 
Northern States Power 

10.74 -- E01 5/GR-08-415 6/1 811 0/09 6/30/09 45.02 20.42 11.60 - --- 111 I 

dba Xcel Energy Electric EO02/GR-08-1065, 11/3/06 12/18/09 12/31/09 156 07 91.38 10 54 10.88 
277 PUR4th 96 

Missouri 
Missouri G& Energy Gas GR-2009-0355, 4/2/09 2/10/10 N/A 32.4 16.2 10.5 10.0 

280 PUR4th 107 *' 
Nebraska 
SourceGas Distribution LLC Gas 

I 

NG-0060 7/2/09 3/9/10 12/31/06 9.3 1.632 N/A 9.6 

__ Nevada 
Southwest Gas Corp. Gas 09-04003,277 4/3/09 11 /3/09 N/A 10.5 10.1529 

PUR4th 182 z8 

New Hampshire 
Public Service Co. of " Electric DE-09-035 6/30/09 6/28/10 N/A 51.0030 40.63' N/A 9.6732 
New Hampshire 
New Jersev 
New Jersev Natural 

1 - -  . .. .. 

Gas Co. Gas GR07110889 11/20/07 10/3/08 4/30/08 58.36 32.5 11.533 10.3 
New Mexico 
El Paso Electric Co. Electric 09-001 71 5/29/09 1211 0/09 12/31/09 12.7 5.5 N/A N /K  
New York 
Central Hudson Electric 09-E-0588 7/31/09 6/18/10 3/31/09 15.2 11.8" 10.0 10.0 

Gas 09-6-0569 7/31/09 6/18/10 3/31/09 4.0 5.7 35 10.0 10.0 Central Hudson 
Consolidated Edison Co. 
Orange & Rockland Gas 08-G-1398,276 11/26/08" 0/08- 17 8 12.839" "9.8 10.4 

North Carolina 
Duke Energy Carolinas 
LLC Electric E-7, Sub 90g3' 4/29/09 9/7/09 12/31/06 496.046 31 5.1 63 11 .O 10.7 
North Dakota 
Otter Tail Corp. Electric PU-08-862 11/3/08 11/25/09 2007 6.1 3.6 14.5 10.75 
Oreoon 

"_ " "  

1/08 854.4 540.836 10 
lll_ 

09-E-0428 5/8/09 

369 PUR4th 

II_ --_Ix 

Avista Corp. Gas UG 186 6/25/09 10/26/09 12/31/08 14.2 8.75 10.0 10.1 
10.17539 

~" 
10-064 6/31/09 2/24/10 12/31/09 7.3 5.0 N/A 

-" -- "- Idaho Power Cos Electric 
Pacific&. Electric 1O-OZF 4/2/09 1/26/10 12/31/10 92.1 41.5 N/A- - 10.125 
Pennsvlvania 
Columbia Gas of 
Pennsvlvania Gas R-2009-2149262 1/28/10 811 8/10 9/30/10 32.3 12.0 N/A N /K  
Rhode Island 
Narragansett Electric Electric 4065,281 6/1/09 4/29/10 12/31/08 65.5 15.5 10.5 9.8 

-- x _  x__ _- - dba National Grid PUR4th 161 



dba National Grid Gas 3943 4/1/08 1/29/09 9/30/07 20.0 13.7 11.25 10.5 
South Carolina 

2/31/08 132.9 74.125 12.25 11.0 Duke _II Energy - ~" Carolinas, Electric 2%9-226-E, 2 7 9  7/27 
LLC 
South Carolina Electric 
& Gas Go. Electric 2009-489-E 1/15/10 7/15/10 9/30/09 197.575 101.248 11 .O 10.7 

~ __ " " "  ___^- __^" - _- 
-^I_ -" I "x ^ _ x I x -  " _  ~- - -  - -_ _ _  I -"" -- 

_ _  I I " _- llll""̂ _̂  _"- xx"-- - " - x  -- __" - 

South Dakota 
Black Hills Power Electric EL09-018 " 9/30/09 8/11/10 6/30/09 32 N/A 

I- - - -  -- 
Xcel Energy Electric EL09-009- 6/30/09 1/12/10 12/31/0r 18.6 10.95 11 .254' N/A a' 

Texas 
Atmos Energy Corp. Gas GUD 9869 4/24/09 1/26/10 6/30 
El Paso Electric Electric 37690 12/9/09 7/30/10 6/30/09 

37744 12/30/09 Entergy Texas Electric 
SWEPCO Electr ic 37364 8/%6 

x _  __ " ____ 8/6/10 6/30/09 
4/16/10" 3/31/09 

7.7 2.7 10.00 10.40 
51.6 17.15 12.00 N/A* 
198.7 68.0 10.125 

_ "  
10.0 ___" 

75.0 " 1 5.V2 1 5.70a3 N/K 

- - 1111 - 111 Utah 
Questar Gas Co. Gas 09-057-1 6,282 1 0 / 6 K  6/3/10- 12/31?lO 17.2 2.6 10.0 10.35 

PUR4th 27338 

PUR4th 1 
Rocky Mountain Power Electric 09-035-23, 279 4/16/09 211 8/10 5/15/09" 66.88 32 4 10.6 10.6 

Vermont 
Green Mountain Power Co. Electric 7585,281 12/10/09 411 6/10 N/A 9.69 9.94J6 

PUR4th 46645 

- _I 111 I xlllll 111 - - -_ - Virginia 
Appalachian Natural Gas Gas PUE-2009-0002638 8/19/09 5/4 1 2/31 /09 73 0.2173 N/A 11.5 
Distribution Co. 
Kentucky Utilities Electric 2009-00029 6/3/09 3/4/10 12/31/08 12.2 11 .04' 13.0 10.5 

"~ I- -- " - x  l_l 

Electric UCZ90134,279 1/23/09 12/22/09 9/30/08 69.8 12.10 10.2 
PUR4th 77 

Avista Corp. Gas UG-O90135,279 1/23/09 12/22/09 9/30/08 4.9 0.56 10.2 10.2 

- - - xIx"- - -  _ _ -  __ _-x 

PacifiCorp. Electric 2/9/09 12;6/09- -6/30h8- 38% 13.5 10.2 10.2 
Puget Sound Energy Electric UE-090704,281 5/8/09 I 4/2/10 f2/31/08 148.1 - 56.2 10 15 10.1 

Puget Sound Energy Gas UG-090705,281 5/8/09 4/2/10 12/31/08 27.2 10 10.1 

Hope Gas, Inc. Gas 08-1 783-G-42T, 277 10/16/08 12/20/09 34.4 8.78 N/A 9.45 

Mononaahela Power7o.l Electric 09T3;2-E-42?@ " 8/13/09 6/25/10 12h1/08 122.1 60.0 10.5 N/K 

PUR4th 329 __ 
PUR4th 329 

West Virginia 

- "_ ~ ~ x1 1111"1 

PUR4th 41 0 
I 

The Pofomac Edison Co. 
Mountaineer Gas Co. Gas 09-0878-6-42T 6/1/09 3/19/10 12/31/08 26.36 16 0 N/A* 
Wisconsin 

10.8 10.4 
Madison Gas& Electric Go. Gas 4/29/09 12/22/09 1/31/10 4.4 -1.5 10.8 10.4 
Northern States Power Co. Electric 4220-UR-116 6/1/09 12/22/09 12/31/10 30.4 6.44q 10.75 10.4 
Northern States Power Co. Gas 4220-UR-116 6/1/09 12/22/09 12/31/10 0'" 0 10.75 10.4 
Wisconsin Electric Power Go. Electric 05-UR-104 3/13/09 1211 8/09 12/31/10 126.6 85 8 10.75 10.4 

05-UH-104 3/13/09 1211 8/09 12/31/10 22.1 -2.0 10.75 10.4 Wisconsin Electric Power Co. Gas 
10.5 as 

-111 _" -~ 11.9 
_I 

3270-UR-116 4/29/09 12/22/09 12/31/09 16.0 Madison Gas & Electric Co. Electric 111" I 

-- - " _  

~ ""- 38.8 5.7 10.75 
xlI" -- ___ _ 3/ j  3/09 1 211 8/09 -~ ~- -- 



r -  

Wisconsin Power & Light Go. Electric 6680-UR-117 5/8/09 12/18/09 12/31/10 85.5 58.6 10.8 10.4 
Wisconsin Power & Light Co. Gas 6680-UR-117 5/8/09 1211 8/09 12/31/10 6.2 5.6 10 8 10.4 

3.143 12.20 10.5 
_I 

20002-75-ER-09 10/19/09 811 3/10 6/30/09 3.81 9 - -- - -  I 

20004-81 -ER-09 >/l4/09 5/26/10 12/31/08 5.054 2.652 10.87 10.0 
Rocky Mountain Power Electric 20000-352-ER-09 10/2/09 7/29/10 12/31 /10 70.91 9 35 51 '' 10.25 10.25 i 

5: 

1 .  ROE Figure stated in order approving modified settle- 
ment agreement Executive Session increases dependent on future plant additions 

2 Cost of capital governed by trigger mechanism tied to 
interest rate index 1 1  3%. mechanism 

3 Approved settlement agreement ROE stated in PUC 
order 

4 Order granting request to forgo transition" increases in 
authorized cost of capital for 201 0 based on projected 
increase in interest rate index for 2009. Utilities said 
increases caused by bankruptcy Of Lehman Brothers In 

and would likely be reversed In a year's time. Utili- 
ties to defer scheduled cost-of-capital filing to 412011 2 

5. Due to delay in operation of utility's Commanche 3 eke- 
tric generating plant. $61 4 million withheld from rev- 
enue requirement until plant comes on-line 

Utility awarded an increase of $63 4 million in 201 0 and step sub,ect to 88gross test I( If mechanism. 
an additional $38.5 million for 201 1 

7 Figure shown iiicludes a 50-basis-point downward 
adjustment for reduced risk associated with the opera- 
tion of a revenue decoupling mechanism 

8 Figure includes base-rate increase for the Bartow 
Repowering Project that was authorized in Order No. 
PSC-09-0415-PAA-0, issued June 12,2009 in Docket 
No. 090144-F'. Base rates through 12131'12 
unless ROE falls below 9 5% 

9 Order approving a revenue decoupling plan for HECO, 
Inc. utility companies PUC directs utilities to submit rev- 24 Company proposed of a full 
enue requirement data reflecting a reduced rate of 
return due to lowering of risk associated with the plan 
New rates will become effective as PUC completes 
pending rate cases. 

10 Authorized ROE will be a weighted rate approved in 
prospective rate proceedings in most recent rate case 26 includes effect Of Of decoupling 
ROE applied under above-authorized decoupling plan. 
First 100 points actual booked ROE over authorized ROE 
results in 25% sharing credit to ratepayers. Next 200 
produces a 50% credit Earned ROk exceeding 300- 
basis points above authorized rate produces a 90% 
credit 

14 Base Rate Case. Data of vote at the LPSC Business and 

15 Figure shown is midpoint of approved range of 10.7% to 

16. Proceeding to review level of earnings under formula 
rate plan 

17 Refund under settlement agreement resolvrng remaining 
issues in company's 2007 test year formula rate plan. 

18 Formula rates reset to achieve ROE shown. 
19, Order adopting new formula rate plan to be in effect for 

three years based on the results of operations for 2008, 
2009 and 2010 test years 

20, Refund under settlement agreement 
issues in company's 2006 test year formula rate plan 

21 Settlement agreement. Step increase of 12% (l/l/lO), 
10% (12/1/10) and 10% (12/1/11). Second and third 

as measured each rate year exceeds stated starting 
point by 15% or more, step increase postponed if ROE 
to exceed 10% pending further review. 

22 Both utilities doing business as National Grid Rates for 
both companies made identical after acquisition of 
Nantucket Electric by New England Electric System, 
predecessor holding company of National Grid. 

23 Order approving rate reduction and a revenue decou- 
pling plan pursuant to guidelines developed in a sepa- 
rate generic proceeding. 

revenue decoupling plan with no adjustment to current 

revenues. 43. Authorized in 1984. 
dated 4'13'1 " company Ordered 

to reduce rates by an additional $1.68 million 

step increases of $1 2.2 million for July 1, 201 0. Further 

32. Earnings above 10% ROE triggers progressive sharing 

33 As reflected in January 1994 rate order. 
34 A rate increase of $1 1 8 million rate year 1, $9 3 million 

rate year 2 and $9 1 million rate year 3 Rate plan 
updates Plan includes earnings-sharing mechanism. 

35 A rate increase of $5 7 million rate year 1 ,  $2 3 million 
rate year 2 and $1.6 million rate year 3. Rate plan 
update. Plan includes earnings-sharing mechanism. 

36 A rate increase of $540 8 niillion rate year 1, $306.5 
million rate year 2 and $280.2 million rate year 3 to be 
levelized on a 3-year basis at $420 4 million each year 
(equating to approx $1,261.2 million over the term 
of the agreement). Plan includes earning sharing 

37 A rate increase of $1 2.839 million rate year 1 I $5238 
million rate year 2 and $4,479 million rate year 3 to be 
levelized on a 3- year basis at $8 964 million each year 
(equating to 
of the agreement). Rate plan update, 

38 Settlement agreement 
39 Figure stated in approved settlement agreement 
40 Settlement agreement ROE figure treated as 

confidential. 
41. Figure from 1992 rate order. 
42 Does not include $1 0 million one-year surcharge for 

vegetation management. 

6. Figures shown are cumulative for two-year rate plan 

%% 892 million Over the term 

25 By order On 44. Test period set by commission in separate order under 
rate-case scheduling regulations. 

45. Order approving successor alternative rate plan. Plan 
permits annual rate adjustments to reflect changes in 
operating costs. 

46 Subject to ROE adjustment mechanism 
47, Per semement agreement 
48 Joint filing 
49 Increase offset by a $6 4 million fuel cost refund 
50. No increase was requested. Staff's audit indicated that 

present rates were reasonable 
51 Amount shown applied in two phases, $25 5 million 

effective 7/1/10, $10 million effective 2/1/11. 

27. Partial settlement agreement. ROE litigated along with 
issues Pertaining to rate design and energy efficiency. 

28 Findings revised on rehearing Order issued 12/21/09. 
Company directed to calculate new rates incorporating 
findings 

29 Reflects reduction in risk as result of approval of rev- 
enue decoupling plan 

3o Figlire shown Is for permanent annual rate 
Company also request additional step increase of $17 
million effective 7/1/70 

increase figure shown to resolve revenue deficiency and 

1 1  Order on rehedring 
12 Cornmission approved non-unanimous settlement 

agreement regarding advanced ratemaking principles to 
be applied in wind-power project review cases 

13. Utility currently operating under a rate freeze through 
201 2 

31, Approved settlement agreement authorizing initial 
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Based on Standard & Poor's Ratings Services' experience in rating U.S. investor-owned utilities, we believe that the 
fundamental regulatory environment can be one of the most important factors we analyze when assigning utility 
credit ratings. So, earlier this month we released our assessments of the credit-supportiveness of the regulatory 
environments in the primary jurisdictions that regulate the U.S. utilities we rate (see "Assessing U.S. Utility 
Regulatory Environments," published Nov. 7,2008, on RatingsDirect). The following answers to frequently asked 
questions aim to provide additional information regarding how we evaluate the jurisdictions, how we incorporate 
the assessments into our ratings, and why we decided to create the assessments in the first place. The appendix 
includes a table of the assessments and a map highlighting each jurisdiction in the U.S to which we have issued an 
assessment. 

If y 
Why has Standard & Poor's decided to publish these assessments now? 
We believe that the effect of regulatory risk on U.S. investor-owned utility ratings has grown in recent years, as has 
the importance of providing more transparency to the market and policymakers about our approach to analyzing 
regulatory risk. 

We expect the importance of regulatory matters will continue to occupy a primary position in our analysis because 
the impulse toward deregulation has fallen, the utilities' costs have increased in magnitude and volatility, and 
utilities are facing ever-greater environmental burdens to meet broad societal and global goals. We believe that 
regulatory environments around the country must continue to evolve to address those burdens if credit quality is to 
be preserved. The intent of the Nov. 7 commentary and assessments is to better communicate how regulatory policy 
and practices affect credit quality. 

Are you changing your methodology for rating U.S. investor-owned utilities with the new assessments? 
No. Our ratings on a utility will continue to be tied to the utility's own regulatory risk, which depends on more than 
just the regulatory environment (or environments) where it operates. Management's attitude and capabilities with 
respect to managing regulatory risk, strategic imperatives, operating performance, and other factors can affect our 
conclusion on regulatory risk as much as our assessment of regulatory climate. 

How do you factor regulation into the credit ratings of U.S. utilities? 
The influence of regulatory decisions on the ability of utilities to produce predictable cash flow is a key factor in our 
credit analysis. Regulation generally supports investment-grade credit quality. The average rating for U.S. 
investor-owned utilities is 'BBB', while the average for the rest of corporate ratings is in the 'BB' range. 

How will you use the assessments when reviewing ratings of U.S. utilities? 
The assessments will be the starting point for our rating committee when it reviews a company's regulatory risk 
profile. We expect the assessments to enhance comparability in ratings across the U.S. utility sector by providing a 
common and explicit foundation for the evaluation of each utility's regulatory risk. The assessments will also help 
rating committees evaluate overall management because they will highlight situations where our assessment of a 
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Credit FAQ: Standard & Poor's Assessments Of Regulatory Climates For U.S Investor-Owned Utilities 

company's regulatory environment and our view of the company's regulatory risk don't match. Our view of 
management could be affected if a utility struggles to earn its authorized return in a supportive regulatory 
environment, or if it financially out-performs its peers in a difficult environment. 

What are the assessments trying to measure? 
The assessments attempt to measure the fundamental posture of a jurisdiction's policymakers toward issues that 
matter to a utility's creditors. Standard & Poor's identified many features of regulation that we believe reveal that 
posture, and gathered data on those factors. To the extent we used qualitative factors to form our opinion, we 
looked for long-term, institutional characteristics of the jurisdiction such as history of attention paid to credit 
quality, as well as more recent, possibly transient developments, such as the latest election results. Some important 
aspects of the assessments to be kept in mind include: 

The assessments are of the whole jurisdiction, not just the regulatory body. 
The assessments are done on an absolute basis, not on a relative scale. 
The assessments are made from a credit perspective. 

What specific factors did you use to make the assessments? 
The Nov. 7 commentary contains a full discussion of the various elements that Standard & Poor's analyzed in the 
assessments, but below is an abridged list of the factors, which we've grouped under four broad categories 
mentioned in the commentary. We give the most weight to the financial stability factors, followed in order by 
ratemaking factors, political factors, and the regulatory paradigm: 

Ratemaking factors 
Cost recovery and earned returns, 

9 Ratemaking timeliness, 
Resource procurement process, 
Oversight of large capital commitments, and 
Nontraditional ratemaking practices. 

Political factors 
Method of commissioner selection, 
Record of political influence, and 
Behavior of influential intervenors. 

Financial stability factors 
9 Rate treatment of large capital expenditures, 

Rate treatment of large expenses, 
Cash flow metrics of regulated utilities, and 
Rate design. 

In Standard & Poor's view, is a jurisdiction described as "More Credit-Supportive" one in which the 
commission is a "good" regulator? Similarly, is one in the "Least Credit-Supportive" category viewed by 
Standard & Poor's as a "poor" regulator? 
No, not at all. First, remember that the assessments encompass much more than the behavior of the regulators in a 
jurisdiction. Second, all jurisdictions are described as "credit-supportive'' and differ only in degree rather than in 
kind. And third, we designed the assessments to portray utility regulation in terms of its effect on credit quality. 
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Public policy in a given jurisdiction, as dictated by the executive and legislative branches and implemented by the 
regulatory body, is properly governed by many different considerations that may or may not coincide with a 
particular level of creditworthiness. We don't intend the assessments to advocate for any specific ratemaking 
treatment or commission policy. They merely reflect our opinion of the credit consequences of those policies and 
other elements of our assessment methodology. 

Why are no jurisdictions categorized as Most Credit-Supportive? 
We make the assessments against an absolute standard of the degree of credit support. At this time, there are in our 
view no U.S. jurisdictions that qualify for the top category. 

Most credit supportive* More credit supportive Credit supportive Less credit supportive Least credit supportive 
Alabama Arkansas Louisiana Arizona 

California Colorado Maine Delaware 
Florida Connecticut Missouri Dist. of Columbia 

Georclia Hawaii Montana Illinois 

Indiana Idaho New York Maryland 

Iowa Kansas Oklahoma New Mexico 

South Carolina Kentucky Rhode Island 
Wisconsin Massachusetts Texas 

Michigan Utah 

Minnesota Vermont 

Mississippi Washington 

Nevada West Virginia 

New Hampshire Wyoming 

New Jersey 
North Carolina 

North Dakota 

Ohio 

Oregon 
Pennsylvania 

South Dakota 

Virginia 

"In Standard & Poor's view. no U.S. jurisdictions qualify for the top category. 
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Uam credit suppartiw 

t suppmtiw 3 NO credit assessment 
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